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Executive Summary

Focus: The impact of the global crisis; and policies needed to move Montenegro to a more
sustainable post-boom growth model and to return quickly to potential growth.

Context: Strong inflows prior to 2009 delivered robust growth but also large imbalances and
vulnerabilities that became a serious problem during the global crisis. The unwinding of imbalances
has triggered a credit crunch and a sharp contraction in economic activity.

Outlook: The economic contraction appears to be dissipating but there are scant signs of imminent
recovery. Domestic demand is expected to decline further as balance sheets are repaired. In the
medium term, growth could rebound to some 4 percent, on average, on the back of the global
recovery and improved competitiveness.

Policy discussions: Staff recommend higher savings, from both the government and the private
sector, and efforts to improve competitiveness, in order to cut the current account deficit to
sustainable levels. In addition, policies need to be geared to safeguarding financial stability. In the
euroized policy framework, this calls for further strengthening of the banking system, making public
finances more sustainable, and advancing with growth enhancing structural reforms, especially in the
labor and product markets. The authorities agreed with staff recommendations in principle, and point
to relevant policy efforts already initiated. However, they believed that imbalances will largely self
correct in the context of a relatively benign economic environment.

Montenegro does not issue its own currency, but has been using the euro as legal tender since 2002.
Montenegro has accepted the obligations under Article VIII. Montenegro maintains an exchange
system free of restrictions on the making of payments and transfers for current international
transactions except with respect to pre-1992 blocked foreign currency savings accounts and
restrictions maintained for security purposes that have not been notified to the Fund.

Team: Messrs. Bell (head), Gagales, Yamada (all EUR), Lundback (MCM) and Kapsoli (FAD)
visited Podgorica during January 21-February 2, 2010. Mr. Tomic (OED) also joined the
discussions. Meetings took place with the Prime Minister, the Ministers of Finance and of Labor and
Transportation, the Governor of the Central Bank, senior officials of the administration,
parliamentarians, labor unions, the private sector, and academics. Staff held a press conference at the
end of the mission.
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Main Sources of Economic Statistics for Montenegro
Data in the Staff Report reflects information received by February 26, 2010.

In most cases, more recent data can be obtained directly from the following sources:

Statistical Office of Montenegro http://www.monstat.cg.yu
Central Bank of Montenegro http://www.cb-mn.org
Ministry of Finance of Montenegro http://www.vlada.cg.yu/minfin
Montenegro Stock Exchange http://www.montenegroberza.com
New Securities Exchange http://www.nex.cg.yu
Institute for Strategic Studies and Prognoses http://www.isspm.org

International Financial Statistics




I. CONTEXT: A BRIEF HISTORY OF SHOCKS

1. In its brief history since independence in 2006, Montenegro has been buffeted by
strong, and sequentially opposing, external shocks.

o The post-independence boom, triggered by bold reforms and favorable
assessments of the economy’s potential, was nevertheless narrow-based and
aggravated underlying vulnerabilities. Very high levels of FDI and credit growth
financed surging domestic demand and have raised average annual GDP growth to
8 percent since independence in 2006. FDI targeted primarily the tourism and
financial sectors, triggering a cycle of wealth effects, as real estate became more
valuable, was used as loan collateral, with loans in turn again funding construction
activities. To the extent that FDI targeted other sectors it was either negligible or
dependent on exceptionally favorable commodity prices and subsidies. As a result,
imbalances have been created and vulnerabilities have increased: rapid credit growth
has compromised the quality of banks’ portfolios; real estate prices soared beyond
fundamentals; private sector debt swelled; a large output gap has emerged;
competitiveness has been eroded; and the current account deficit ballooned.

o The sharp deterioration in the external environment post October 2008
triggered a severe contraction of economic activity. While FDI remained buoyant,
the burst of the global asset bubble in the fall of 2008 quickly affected Montenegrin
assets and spilled over into stress in the banking system and difficulties in the
corporate sector. The size and abruptness of the swing also left little time to redress
the domestic vulnerabilities accumulated during the boom.

2. Throughout the period, the policy framework has been challenged. While
euroization was very successful in anchoring expectations, it proved ill-suited for sterilizing
massive capital inflows or checking the rapid credit growth, a situation that was further
aggravated by a more expansionary monetary policy stance in the euro area than appropriate
from Montenegro’s cyclical perspective. Euroization also limits the scope for lender-of-last-
resort (LoLR) operations, which is particularly relevant for domestic banks which lack
foreign parent support. Prudential regulation has been strengthened but supervision lacked
effective instruments and independence to intervene in banks. Finally, with the benefit of
hindsight, it became clear that fiscal policy had been too loose, thereby leaving little fiscal
space for countercyclical action in the event of a severe downturn.

3. The authorities are maintaining the reform momentum. Their overriding goal is
to establish a business friendly, open economy with low taxes and minimal state interference
and to integrate the country in Atlantic-European structures. Last year Montenegro applied
for EU candidate status and recently submitted answers to the questionnaire on conformity
with the acquis communautaire. Despite some delays in structural reforms and occasional
difficulties in building consensus, the authorities remain pro-reform; early elections in 2009
provided the government with a significant parliamentary majority.
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II. THE IMPACT OF THE POST OCTOBER 2008 GLOBAL CRISIS

Three main channels transmitted the global financial crisis:

A credit crunch on the heels of Counterparts to credit growth
contagion and concerns about the (In percent of end-of last period's credit)
robustness of the banking system. The 2005 2006 2007 2008 2009
initial driving force were massive and Bank lending 33 139 176 25 15
broad-based deposit withdrawals Eth ?j:;sign liabilities ;: 1;; 1; ;:s 4 ‘11
(Figure 1), much larger and more CBM 2% 41 14 -4 -1

Bank capital 5 13 22 4 2
Sources: CBM and IMF staff estimates

persistent than in neighboring countries,
that have drained liquidity and tested the
resilience of the banking system (Annex I). Apart from liquidity, loan quality also
deteriorated as a large share of credit had gone to consumption and real estate—
where collateral values have been correcting sharply and collateral execution is
lengthy. Banks’ efforts to clean up their loan portfolios and tighten credit risk
management, and initial bank undercapitalization further reinforced the credit crunch.
In the earlier stages, foreign parent banks (which own the bulk of the banking system)
provided substantial liquidity support to their subsidiaries, mitigating the contraction
of credit. But after deposits started reflowing in April 2009, they clawed back their
earlier support, leaving bank credit on a declining path.

Montenegro has been hit hard by deposit withdrawals and a credit crunch
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vulnerabilities, economic performance weakened more than elsewhere in the region
(Figure 5).
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Depressed external and domestic demand with strong negative effects on
economic activity. Weaker interest by foreign investors for real estate in Montenegro
and negative wealth effects—dropping asset prices, weaker balance sheets and
reassessment of growth prospects—have triggered a sharp decline in construction
activity (Figures 2—4). Moreover, in the important tourism sector, overnight visits
declined, notwithstanding an actual small increase in the number of visitors and
higher capacity having come on stream.

3,500
Large negative terms-of-trade shocks s dﬁ'ﬁ‘;’?s‘”p“em‘fﬁec ton)
have undermined the viability of the 3,000 |
Aluminum Complex (KAP), the largest
employer in the country, and the Steel =~ 2% |
Smelter. The drop of the aluminum
price below KAP’s break-even level has 20001 Hi(it;ggﬁgégr;;ge /«}
prompted severe production cuts, the 1500 _WA v
built-up of arrears and NPLs, and
reopened the public debate regarding 1,000

2000M1 2002M1 2004M1 2006M1 2008M1 2010M1
Source: IFS.

KAP’s medium-term viability.

These channels reinforced each other via feedback effects through the banking
system, as mounting arrears and NPLs further weakened banks and aggravated the
credit crunch.

Given the size of these shocks, but also reflecting Montenegro’s initial
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GDP dropped sharply with the contraction particularly pronounced in industry,
construction and financial services. From the demand side, the contraction of
economic activity is evident in the drop of tax revenue (VAT and real estate taxes)
and plummeting imports and exports (Figure 2). On the positive side, foreign
investors remained attracted by Montenegro’s potential. For the year as a whole, staff
estimates GDP to have dropped by 7 percent, a 15 percentage point deceleration that

has eliminated a large GDP Growth by Sector, 2009—10
positive output gap 2009 2010 2009 2010
. Ministry of Finance Staff

(Annex H) The Mll’llStry (Percent changes at constant prices)
of Finance was slightly  agicuiture 25 5.2 30 40
more optimistic, ManufactLlJring and energy -26.1 0.3 -7.5 3.3
i X Construction -13.7 5.4 -28.0 -18.0
estimating the Trade 9.7 34 5.0 -3.0
. Hotels 4.1 5.0 -2.0 1.0
contraction at Transport and communication 24.2 3.9 -2.0 1.5
53 percent, reﬂecting a  Finance and real estate 0.6 0.6 8.0 7.7
b Government services 2.8 -10.2 0.0 -3.0
more buoyant Taxes-subsidies 185 3.1 -12.0 10
assessment of GDP 5.3 05 7.0 A7

developments in the
tourism and financial
sectors.

Sources: Ministry of Finance and Fund staff estimates.

A substantial deterioration in employment was masked by special factors.
Throughout much of 2009, headline employment and unemployment statistics
depicted a strong labor market. However, this masked underemployment (especially
in KAP), rising part-time employment and the substitution of domestic for foreign
labor. In effective terms, employment is estimated to have dropped by 14 percent on
an annual average basis; going forward, KAP restructuring could have a further
significant negative impact on employment.

The downturn has eased the upward pressure on inflation and wages. Although
lags have kept year-on-year CPI inflation considerably above the euro area average,
the differential has been narrowing. More importantly, nominal wages moderated and
even declined during 2009—especially in sectors most affected by the downturn—
helped by tax cuts that mitigated the effect on net wages.

While the economic contraction is contributing to the restoration of internal and

external balance, it also revealed the true extent of the underlying structural fiscal
deficit. Staff estimates that the GDP contraction in 2009 mostly eliminated the large positive
output gap. The external current account deficit is projected to halve to some 27 percent of
GDP, with the adjustment reflecting a larger drop of imports than exports. On the other hand,
the import correction is revealing the structural fiscal revenue decline.



III. OUTLOOK AND RISKS

7. The economic contraction appears to be dissipating but there are scant signs of
an imminent recovery. 2010 is likely to be another challenging year in light of still
unwinding imbalances, the planned downsizing and restructuring of the metal and mineral
sector, and the fragile external environment (linked also to developments in Greece). Credit
growth is likely to be very low given banks’ reduced risk appetite, and ongoing restructuring,
for example of the Hypo Group Alpe Adria (HGAA). Also, with a potential private-sector
debt overhang, balance sheets are a drag on demand. Finally, tourism and FDI are also likely
to be held back in this environment. Staff projects GDP to register a small further contraction
of some 1% percent, in the process opening up a small negative output gap and trimming
inflation and wage growth. While the Central Bank broadly concurred with staff’s
assessment, the government was more sanguine, projecting growth of 0.5 percent.

8. With the right policies, Montenegro’s medium-term outlook should be bright.
Starting 2011, building on the progress in unwinding of imbalances and improving
competitiveness, the economy could enjoy a more vigorous recovery and participate in the
projected global upswing. Though still short of what was seen in the boom, staff and the
authorities project medium-term growth to rebound on average to some 4 percent per annum.
With savings recovering from their very low level, the current account deficit is projected to
decline to 9 percent of GDP and inflation to hover around 3% percent over the medium term.

0. This outlook is subject to considerable uncertainty, but the risks are broadly
balanced. The prospects for KAP’s restructuring and its longer-term viability remain fluid,
the financing for the large infrastructure projects could encounter problems; and a weakened
financial sector, problems in parent banks, and impaired private sector balance sheets could
prove a drag on the recovery. On the positive side there is foreign investors’ interest in
electricity generation and infrastructure projects, with substantial upside, reflecting
Montenegro’s untapped potential and small size. Even a handful of projects could turn
around economic conditions very rapidly. However, staff stressed that this upside should not
be taken for granted.

10. While formal evidence on external competitiveness provides a mixed assessment,
improvements are needed to bolster medium-term sustainability. CGER-type estimates
are highly uncertain (Box 1) and the large current account deficits reflect primarily an
overheated economy and low savings,” while the relative resilience of tourism suggests that
competitiveness may not be a problem for the time being. On the other hand, rapid wage
growth—well above productivity—over the past few years is a concern, and the region as a

! The private sector carries some 60 percent of GDP of liabilities to foreign-owned banks. Recession and
possibly deflation could aggravate the associated debt servicing burden.

? There is also circumstantial evidence that deficits may be biased upward from export under-recording, an issue
MONSTAT has been looking into.



whole faces the task of rebuilding a competitive advantage going forward. Competitiveness
gains will also allow the required further external adjustment to rely increasingly on export
expansion and import substitution, rather than on outright domestic demand contraction,
thereby also propelling a more healthy and balanced recovery as domestic demand growth is
likely to play a less prominent role in future growth.

Annual average increase of euro wages in 2004-09 9

Gross Wages and Productivity, 2009

SVN
HUN
EST
POL
BGR
SVK
HRV
MKD ]
BIH ]
ROM ]
SRB ]
CZE ]

LTU J # .BGR y=1.0708x - 3.9851

LVA BLR
MNE 5 'l 'l ' 'l ' 'l

0 5 10 15 20 8.5 9.0 9.5 10.0 10.5 11.0 11.5 12.0

Sources: Euro Stat; Haver; National statistical services, IMF staff estimates. GDP per employee (Euro, log scale)

(o]
T

(2]
T

Gross Wages (Euro, log scale)
~

Sources: WEO; and IMF staff estimates.



10

Box 1. External Competitiveness

As in previous assessments, CGER-type methodology continues to provide divergent assessments and,
on balance, does not find conclusive

d f .. Current Account Balance Gap and Real Exchange Rate Overvaluation
cvidence o competltlveness in Macrobalances and External Sustainability Approaches
problems. A weakness Of the (in percent of GDP, unless otherwise specified)

. .. External
methOdOIOgy is that it 1gn0r§s Macrobalance Sustainability
external adjustment mechanisms that Approach Approach

. f h Equilibrium balance A 70" 122 7
are important for Montenegro (the Underlying balance B ¥ 90 9.0
key role of FDI and domestic Gap = A-B 20 3.2

. . Mitigating factor C: capital transfers 0.0 0.0
savings). In fact, the improvement of  Gap net of mitigating factors = A-B.C 20 32
the extemal current account 1n 2009 Implied misalignment, in percent (+: overvaluation)‘” 10.5 -16.7
does not stem from competitiveness Source: IMF <taff ostmatoc.

gains, but rather from import 1/ Rahman (2008).
2/ Consistent with FDI of 5 percent of GDP.

contraction. In addition, the estimated 3 Adjusted for transitory elements in savings and investment.

1e1e . 4/ Calculation based on elasticities reported in Isard and Farugee (1998).
equilibrium balance in the
macrobalance and external stability approaches should be taken only as a rough guide; the former is
based on a regression that includes a regional dummy that raises the equilibrium estimate, which may not
be robust, while the latter assumes debt stabilization at the current level of almost 100 percent of GDP,
arguably a too high level.

Unit Labor Cost data indicate an erosion of competitiveness, but the level does not seem to be clearly out

of line within the region (taking 0 0 o 1o
. . . REER estimates Producer prices / Unit Labor Cost

into consideration the poor data . N 100 (2002 = 100) "

. . ,
quality). However, the region " / - @ @
itself faces the task to rebuild its |~ - . . ®
competitiveness in the years /_5/\_/ B ™
. . . 100 ~< / 100

ahead. On a more optimistic note, S~ * *
the unﬁnished I‘eform agenda & 2002 2003 2004 2005 2006 2007 2008 2009 . * 2002 2003 2004 2005 2006 2007 2008 2009 ®

Sources: Monstat, Satistical Offices ot trading partners, and Fund staff calculations.

suggests a large potential for
productivity gains.

Finally, the tourism sector has managed to improve its competitiveness ranking across the board and
especially in the area of price competitiveness, though the expected further adjustment in regional
competitors will make continued gains essential.

Competitiveness rankings in tourism have improved across the board

Business Human,
environment cultural, and
Regulatory and natural Price
Overall ranking framework infrastructure resources competitiveness
2008 2009 2008 2009 2008 2009 2008 2009 2008 2009
Spain 5 6 28 29 5 8 4 5 88 96
Cyprus 24 21 27 25 17 13 40 37 95 82
Greece 22 24 17 18 30 27 18 27 120 114
Italy 28 28 41 46 24 26 15 22 124 130
Malta 25 29 13 11 25 31 43 52 100 122
Croatia 34 34 39 43 38 37 32 43 108 103
Slovenia 36 35 42 38 33 33 61 61 102 94
Slovakia 38 46 33 34 46 54 51 55 84 88
Bulgaria 43 50 50 56 52 48 31 46 69 73
Montenegro 59 52 53 50 68 66 45 35 129 95
Turkey 54 56 56 63 57 60 44 44 103 109
Romania 69 66 72 61 66 64 73 77 109 110
Serbia 78 88 73 78 72 80 88 96 82 90
Albania 92 90 81 77 105 104 71 66 90 84

Source: World Economic Forum.
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IV. REPORT ON THE POLICY DISCUSSIONS

11. Apart from the immediate task to secure a fast economic turnaround,
discussions centered on ways to strengthen the economy’s resilience to external shocks.
A small and highly open economy like Montenegro is inherently more exposed to global ups
and downs. The policy framework therefore needs to allow for sufficient buffers to mitigate
the domestic fallout from global shocks. Euroization, while anchoring expectations, poses
greater demands on fiscal policy which is de facto the only tool for macroeconomic
management and also needs to substitute for the absence of a LoLR. In order not to overload
the fiscal policy tool, a high degree of flexibility in the economy is imperative, as is a
proactive and effective banking sector policy.

12. Against this background, a comprehensive strengthening of the strained policy
framework was discussed. The structural fiscal deficit is undermining the ability to raise
financing and has left little space for counter-cyclical fiscal policy. Problems in the young
banking system have been testing the capacity of bank supervision and have exposed critical
weaknesses in relevant legislation. Meanwhile, the flexibility of labor and product markets
could be further improved, as evidenced by the drawn-out restructuring in the mineral sector.

13. The authorities’ program would need to combine adjustment with additional
external financing. But the authorities have not yet decided on the possibility of using Fund
resources. They are exploring a number of financing options, including a debut Eurobond.

A. Stabilizing and Rebuilding the Financial Sector

14. Stabilizing the banking system will be necessary to restart the flow of credit.
Overextended bank balance sheets have amplified the impact of the international financial
turmoil. Indeed , the credit The credit shock has dwarfed the fiscal shock
crunch—reflecting the broad- (Changes in percent of GDP)
based deposit withdrawals, 2006 2007 2008 2009
rising NPLs, difficulties in Credit expansion 211 512 172 -13.7

S oli] o/w funded with:
recapitalizing encountered by Deposit growth 05 326 77 36
owners, and subsequent efforts Net foreign liabilities 34 159 17.8 -10.0
to shed credit risk—has dwarfed  p .y impulse " 16 17 32 04

the fiscal contraction and is still
ongoing, posing the largest near-

Sources: CBCG; and IMF staff estimates.

1/ The fiscal impulse is based on the augmented methodology of calculating the

term risk to an economic structural balance. See Annex Ill.
recovery.
15. The authorities pointed to their prompt response to the financial turmoil. To

bolster confidence, the government announced a blanket deposit guarantee; provided
emergency support (€44 million, repaid by October 2009) and subsequently steered
privatization-related deposits to Prva, the largest domestic bank; and also prepaid loans in an
effort to boost bank liquidity. The Central Bank (CBCG) meanwhile reduced required
reserves to 10 percent. Foreign parents have also stepped in with substantial liquidity
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infusions to their subsidiaries while the CBCG pressed effectively for capital injections
(more than €100 million have been raised since the outbreak of the crisis) and stepped up its
surveillance, including mandating diagnostic audits and stress tests for all banks. At the same
time, loan classification rules were relaxed and in Prva, where the problems were diagnosed
to run deeper, the CBCG has prohibited new lending, demanded the installation of new
management and commissioned an independent external audit. Finally, work on
implementing FSAP recommendations continued apace.

Implementation of FSAP Recommendations

Measure in Action Plan Status of Implementation

Change in organizational structure of CBM Implementation of the reorganization is progressing, including
Increased specialization more targeted supervision,
Integration of on- and off-site supervision close cooperation between on- and off-site supervision,
Development of portfolio management and stepped up portfolio management.

Supervision Development Plan Updated annually on a rolling basis.

Improve control of credit, liquidity, FX and operational risks
New regulations have been issued (most recently on operational risks in
2009) and are being implemented. Liquidity is tracked on a daily basis.

Consolidated supervision Consolidated supervision is being implemented, including reporting
requirements.

Banking Law and Central Bank Law Both laws are in the final stages of being finalized and passed by
parliament.

Measures to address bank specific vulnerabilities Banking supervision is becoming increasingly tailor made, and advice

and demands are specific to banks, reflecting the risk profile,
management, and other factors.

Credit registry The registry is fully operational,

Broaden access to information by banks accessed by banks

Charge fee to access information. for a fee,

Include additional information in line with Basel II. while a broadening of the information base is still in the planning phase.
16. There was agreement that the fluid and complex situation required continued

vigilance. Staff suggested that a sustainable resumption of financial intermediation required
actions on a wide front:

o Stepped-up supervision; Lagged effects from ongoing asset price corrections and the
economic downturn would likely further weaken banks’ portfolios and profitability.
Staff underscored that banks needed to strengthen their risk management capabilities
and urged CBCG to continue to monitor closely loan classification and provisioning
as well as the implementation of recent counter-cyclical regulatory changes. Existing
central bank interventions in weaker banks would need to remain in force and be
tightened as appropriate. Finally, the newly established Investment Development
Fund should be prudent in its operations and brought under Central Bank supervision.

° Legislative action; The authorities, with Bank-Fund assistance, are well advanced in
the process of amending the Law on Banks, Law on Bank Bankruptcy and the Central
Bank Law. The objective is to, inter alia, improve the effectiveness of interim bank
administration and ensure that the judicial review process does not unduly constrain
the effectiveness of the CBCG. The authorities explained, however, that ensuring
consistency of the amendments with Montenegro’s legal traditions and constitution
had been a challenge. Staff welcomed the preparation of new deposit insurance



legislation but cautioned that coverage should remain affordable. Staff also welcomed
the issuance of supporting guidelines for the new AML/CFT law, noting that no

serious cases had been reported.

o Replacing temporary fixes; For example, the placement of public sector deposits

with the largest domestic bank would need to be followed with more permanent
solutions to safeguard financial stability while limiting fiscal risks.

. Support by shareholders and foreign parent banks; the situation surrounding

HGAA—the third largest bank—imparts some uncertainty, while the largest—also

foreign-owned—bank is working out a weak loan portfolio. Staff advocated
continued support from parents and supported the CBCG’s efforts to encourage banks
to raise capital cushions well above the minimum requirements, also with a view to

bolster confidence.

B. Regaining Fiscal Policy Buffers

17. The large structural deficit that expanded during the boom is a key vulnerability
and limits room of maneuver. Staff estimates the structural deficit at some 6 percent of

GDP (Annex III), reflecting discretionary
tax cuts and expenditure increases during
the boom years. The subsequent crisis and
initiation of deleveraging and balance sheet
repairs drove revenue to a lower permanent
base, narrowing the gap between the actual
and structural deficits. The authorities,
being more optimistic on the buoyancy of
demand and increasing tax compliance,
considered the general government
position to be structurally balanced.

0
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Actual and Structural Fiscal Balance, 2008-10
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18. The authorities pointed to their swift fiscal adjustment in 2009. In the fall

of 2008, a stimulus package, consisting of bank support and increased public investment, was
launched. Accordingly, the 2009 budget projected continued vigorous growth. However, as
the full extent of the global crisis became evident and revenues plummeted, the government
quickly reversed course with a view to containing budget financing requirements. A mid-year

revision of the state budget and Main Discretionary Fiscal Measures in 2009-10

similar adjustments at the local level (Budgetary impact: + denotes improvement)
ordered large cuts in capital 2009 2010
expenditure, goods and services and (Percent of GDP)
the wage bill (of 33, 13 and 8 percent, ~Main tax measures: 0.9 0.2
. . . Decrease of PIT rate in two steps to 9 percent -1.0 -1.0
respectlvely), resultmg in an overall Decrease on contribution rates -0.6 0.0
4.5 percent decline in CXpeIlditure. Increase of contribution rates 0.0 0.5
The 2009 general government cash Increase of excise tax on cigaretes and oil 0.7 0.3
. s - Elimination of tax exemptions 0.0 0.3
deficit was thus limited to an minat X exempt
. . . A
estimated 3.2 percent of GDP, Main expenditure measures: 54 -0.2
.. . Restraint in capital expenditures 4.6 0.0
brlnglng the aC.Crual deficit t(.) Restraint in goods and services 0.7 0.0
4.3 percent owing to expenditure Restraint on wage bill 0.9 0.0
arrears. While public debt rose Application of new contributions rates 0.0 0.5
more—to 38.8 percent of GDP from ~ "roject "Jobforyou _ 0.6 0.0
. . Social program for KAP restructuring -0.1 -0.7
29 percent in the prior year—the
Total impact on budget: 45 0.0

increase reflected the assumption of
Sources: Ministry of Finance; and IMF staff estimates.

3 percent of GDP in state enterprise
p . P 1/ The impact of measures in 2009 is calculated as the difference
debt and some pre-ﬁnancmg of between the original and revised budget.

the 2010 deficit.

General Government, 2008-10

2008 2009 2010
Exec. Budget Exec. Budget
(In percent of GDP)

Revenues and Grants 48.6 56.2 43.2 45.3
Expenditures and Net Lending 48.8 56.7 46.4 49.0
Wage bill 12.1 12.8 11.9 13.0
Goods and Services 6.4 6.8 5.8 7.3
Social transfers 114 14.0 13.2 13.9
Investment 10.1 13.9 8.6 7.9
Other expenditures 71 8.5 8.1 71
Net lending 1.8 0.7 -1.2 -0.1
Arrears 0.0 0.0 1.0 0.0
Fiscal balance -0.3 -0.5 -4.3 -3.7

Sources: Authorities; and IMF staff estimates.
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19. While welcoming the recent budget adjustments, staff nevertheless cautioned
that the clouded fiscal outlook and heightened risks called for further and sustained
action. Staff welcomed the 2010 budget’s focus on current expenditure control but noted that
its weaker macroeconomic projection would widen the general government deficit further to
7 percent of GDP. Moreover, on current policies, the deficit would remain elevated over the
coming years, leading to a further increase of public debt, which is projected to peak at

56 percent of GDP in 2014. There was additional risk to debt dynamics from contingent
liabilities (Annex IV). These derived from uncertain but sizeable restitution obligations,
accelerating aging-related unfunded liabilities, and recently stepped up loan guarantees.
Moreover, the elevated private sector debt burden poses fiscal risks, for example in the
context of future enterprise restructuring and potential budgetary obligations from

safeguarding financial Optimistic Assumptions Underpin the 2009 and 2010 Budgets
stability. There is also risk

that budgetary financing 2009 2010
might be difficult to obtain Staff
in the currently tense Budget  Est. Budget  proj.
external financial Nominal GDP, percent change 145 -3.7 3.8 -0.2
environment. With the Revenues, percent change 104  -15.2 0.0 -3.6
privatization program Expenditure, percent change 9.1 -3.4 0.5 2.4

already fairly advanced,
future divestiture proceeds
should offer only a partial Sources: Ministry of Finance; IMF staff estimates.

Fiscal balance, percent of GDP -0.5 -3.2 -3.7 -71

relief.
Medium-Term Fiscal Projections
Authorities' baseline Fund staff projection
2010 2011 2012 2013 2010 2011 2012 2013
General Government Balance (percent of GDP) -4.3 -1.5 0.0 1.0 -71 -7.6 -5.6 -4.4
General Government Debt (percent of GDP) 39.5 38.7 34.2 30.5 44.0 49.2 51.9 53.8
Real GDP (percent change) 0.5 3.0 4.0 4.0 -1.7 46 5.5 5.0

Sources: Ministry of Finance; IMF staff projections.

20. There was agreement on the needed medium-term consolidation path but staff
noted that the required policies remain to be articulated. The authorities intend to
eliminate the headline fiscal deficit by 2012, an objective endorsed by staff, with both sides
noting the political economy difficulties. While welcoming the authorities’ intention to
undergo a comprehensive review of public expenditure with a view of “doing more with
less,” with World Bank assistance, staff noted:

o Fundamentally, the sizeable structural fiscal deficit reflects an inconsistency
between low tax rates and the large size of the public sector. VAT and especially
income tax rates, at 17 and 9 percent, respectively, are low by international standards,
whereas government expenditure, at 48 percent of GDP, is above average for an
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emerging market economy (Figure 6). Staff noted that given the low base, small tax
increases should not undermine Montenegro’s competitiveness and may even raise its
attractiveness as a business location if concerns about the sustainability of the tax
regime are removed. In turn, the authorities expected that past tax cuts generated
supply-side effects and reduced tax evasion, thereby helping both economic activity
and public finances.

o The social transfer system imposes a heavy burden on the budget and on cost
competitiveness. The authorities observed that in contrast to income tax rates, social
contribution rates were quite elevated, and had recently been raised further. Staff
noted that this reflected a high transfer

dependency ratio of some 60 percent and that PIT was cut but employee contributions raised

large unfunded future pension liabilities 2009 2010
aggravated the imbalance.’ In addition to the ~ Personal Income Tax 120 90
fiscal burden, such a high ratio distorted Health insurance 105 123
. . Kk and d b 1 Pension insurance 20.5 20.5
mcentives to work and posed an obstacle to Unemployment insurance 10 10
improving cost competitiveness. Reform of Total social insurance 320 338

entitlement programs, especially pension and oW paid by employee 7.5 240

disability insurance, could redress the problem  source: Ministry of Finance
while still protecting the neediest in society.

o Sizeable “below-the-line” operations aggravate the financing constraint. Regular
and early repayment of frozen foreign currency deposits, restitution payments, and
settlement of arrears all serve to increase financing needs. In order to lessen such
needs, staff advised against further debt prepayments and buybacks and encouraged
reconsideration of the generous restitution scheme. Concerning the latter, the current
pace of disbursements could well exhaust the legal limit of 10 percent of GDP. This
could create inequities as claimants whose claims still have to be ruled upon may
have to go without any compensation for lack of funds. Staff also advocated strict
control of loan guarantees and of the Investment and Development Fund.

o The wage bill is high by international standards, reflecting above average public
employment (Figure 7). Rationalizing public employment could also make room for
meeting EU requirements for institution building, while wage adjustment could well
set an example for the private sector that needs to bolster competitiveness.

o A longer-term fiscal rule could help adjustment and credibility. The authorities
saw merit in a “Golden Rule” whereby the capital budget exceeded the headline
deficit and structural revenue covered current spending. Staff in turn underscored that
the effectiveness of fiscal policy in a euroized environment required low debt. Staff
also reiterated past advice to adopt a net-debt anchor, in particular noting the

3 The transfer dependency ratio measures the share of benefit recipients to total employment.
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undesirable current situation where policy buffers needed to be rebuilt in a downturn,
thus placing further drag on economic recovery. However, because of the uncertain
and potential large contingent liabilities and potential bank restructuring outlays, staff
concurred with the authorities that setting a specific debt target would in practice be
difficult. Staff also welcomed the authorities’ approach of embedding annual budgets
within rolling three-year budgets. Staff advised that these budgets should be based on
conservative projections because of the considerable uncertainty surrounding the
macroeconomic framework and asymmetric costs of fiscal over- and
underperformance. Staff also recommended better integration of central and local
government budgets and close monitoring of contingent liabilities and guarantees.

C. Structural Reforms—the Key for Boosting Competitiveness

Staff noted that structural reforms had to be ambitious to substitute for the lack

of the exchange rate instrument. Given the pressures for nominal convergence for prices
and wages, the flexibility of labor and product markets and the adaptability of the
institutional framework will be essential for safeguarding external competitiveness and for
mitigating the adverse effects of shocks. While agreeing with the authorities that Montenegro
fared relatively well in international comparisons of market flexibility and openness, staff
noted that there was an unfinished agenda.

Additional labor market flexibility. With just one year since its enactment, it is
early to draw definitive conclusions about the new labor law. The authorities found
the experience so far positive but agreed that opt-out clauses from the collective
bargaining agreement, or at least a separate one for the public sector, would benefit
labor market flexibility and public sector reform. Staff observed that severance
remained expensive, discouraging job creation and longer-term employment
contracts, and welcomed the shortening of the unemployment benefits period.

Building on recent progress in the electricity sector. The unbundling of generation
and distribution has been completed, the electricity utility’s (EPCG) capital increased,
and the state has effectively transferred 40 percent of EPCG to a strategic foreign
investor (with the latter having an option to raise its holding to a majority stake). The
authorities have also started granting licenses for electricity production with
renewable sources of energy and are exploring options for greater integration into the
European electricity grid. Staff welcomed steps to reduce cross subsidization of
electricity prices and the replacement of remaining cross-subsidies with direct budget
subsidies.
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Box 2. How Flexible are Nominal Wages in Montenegro?

In 2009, nominal gross wages declined in sectors strongly affected by the downturn. The very high
growth of wages in the preceding period suggests that the correction of wages may take some more time.
In fact, several neighboring economies with pegged exchange rates and at a more advanced stage in the
business cycle have registered larger nominal wage drops than in Montenegro. In economies with more
flexible exchange rate arrangements, the benefit of the wage declines on competitiveness has been
reinforced by exchange rate depreciations.

Gross Wage Increases by Sectors

(percentage change) Serbia
2007-2008 Dec 2008-Dec 2009 Romania
Economy wide 22.8 0.3
Latvia
Sectors
Health and social care 34.9 5.4 Estonia
Public administration 321 -5.6 Lithuania
Education 31.6 4.7
Agriculture 30.4 25 Hungary
Construction 224 -0.5 Poland
Real estate 21.8 -9.9
Electricity 16.4 7.3 Slovenia
Industry 16.3 -3.5 Croatia | Decomposition of growth rate of
Trade 15.0 41 nominalgross wages
41 Menenamo | Decatme Noverberzo.n
Transportation 14.9 6.5 Bosnia&Herzegovina
Tourism 14.2 -8.5 mchange due to nominal wage
Financial intermediation 10.6 -4.7 Macedonia Ochange due to exchange rate
Source: Statistical Office of Montenegro Bulgaria

-30 -20 -10 0 10

Source: National Statistic Services

Tackling the mining and minerals sector. A recent agreement between KAP’s
owners and the government aims to address serious debt and overstaffing problems to
help the company return to profitability. It comprises a social package (mainly

incentivized voluntary early retirement) for cutting employment by half, an electricity

subsidy (negatively related with the aluminum price) and state guarantees for old and
new bank credits. Staff welcomed the commitment to transparently account for all
subsidies and guarantees in the budget. However, given the magnitude of the subsidy
(¥%—1 percent of GDP) and the large fiscal risks (4’2 percent of GDP) from state
guarantees, staff has urged the authorities to carefully assess KAP’s longer-term
viability and the costs/benefits of continued subsidization.

Cutting red tape, particularly at the municipal level. The authorities explained that

despite progress, infrastructure bottlenecks remained an issue, especially in the area
of transportation, water supply and waste management. Significant progress had also
been made in finalizing land use regulations at the municipal level. Staff welcomed
plans to set up a Council for the Elimination of Business Barriers and address red-
tape issues in the law on foreign investment, and also encouraged the authorities to
continue with their efforts to redress perceived weaknesses in corruption, building on
Montenegro’s favorable international ranking in relevant surveys. Progress in
Montenegro’s EU candidacy will also be important.
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22. There was agreement that a regular and transparent flow of high quality
macroeconomic information is a prerequisite for policy-making, transparency,
accountability, and informed public debate on economic policy. Areas for future action
include (1) national accounts statistics (currently incomplete and released only with long
delays); (i) expenditure deflators and quarterly national accounts (currently unavailable);
(ii1) international trade statistics (where exports may be systematically under-recorded);
(iv) the compilation of IIP statistics; and (v) making more detailed high-frequency
information on the budget publicly available.

V. STAFF APPRAISAL

23. With the right policies in place, the economy of Montenegro should be able to
recover from the sharp recession in 2009. In 2010, imbalances are expected to continue to
unwind and in the context of a still fragile external environment, GDP is projected to contract
again (by a more modest 2 percent). But with good policies, growth should rebound in 2011
and could average some 4 percent in the medium term. However, while there is a substantial
upside from Montenegro’s large untapped growth potential, it cannot be taken for granted.

24. The immediate policy challenge is to manage the still needed balance sheet
corrections. In addition, sustained efforts are required to further strengthen the banking
system, to make public finances more sustainable, and to undertake growth-enhancing
structural reforms, especially in the labor and product markets.

25. Domestic savings need to increase and competitiveness must improve. Higher
savings, from both the government and from the private sector, are needed to cut the current
account deficit to sustainable levels. While the adjustment has already begun, it needs to be
supplemented by export expansion and import substitution. Improved competitiveness will
be crucial if Montenegro is to take advantage of the projected global recovery. With
euroization precluding adjustment of the nominal exchange rate, competitiveness gains
depend upon cutting costs and raising productivity.

26. The financial sector must remain subject to close and effective supervision. A
sustainable resumption of financial intermediation calls for large capital buffers and a more
effective framework to swiftly deal with problem banks in distress. The authorities have
acted promptly to tackle problems in the banking system. Yet their effectiveness would be
further strengthened by the expeditious adoption of new legislation on banks and bankruptcy
in accordance with international best practice, and a revised Central Bank Law. Existing
central bank interventions in weaker banks need to remain in force and be tightened as
appropriate, while the implementation of recent counter-cyclical regulatory changes needs to
be carefully monitored and kept under constant review. The Investment Development Fund
should be prudent in expanding its operations and be brought under central bank supervision.

27.  Public finances should be tightened for a number of reasons. The fiscal borrowing
requirement must be aligned with available financing. Euroization leaves fiscal tightening as
one of the few remaining tools available to support the required improvement in
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Montenegro’s competitiveness. Additional fiscal reserves are required to safeguard financial
stability. Finally, the experience of 2009 underscores the importance of building up fiscal
space that could be used the next time adverse external shocks hit the economy.

28. To meet these challenges, fiscal adjustment efforts need to be sustained and
placed in a medium-term perspective. The downturn revealed a large structural fiscal
deficit which could not be clawed back in a single year. The authorities have appropriately
adopted a medium-term fiscal framework, targeting a balanced budget by 2012. The time has
now come to articulate the required policies. In this context, the inconsistency between the
relatively high level of public expenditure and relatively low tax rates needs to be urgently
resolved. The adjustment to the current account already underway implies that revenues from
import-related taxes will remain below the levels seen during the boom. The loss must be
made up from expenditure cuts or other revenue sources, and a reconsideration of past tax
cuts should therefore be on the agenda. Beyond taxation, the budget has an important role to
play in boosting competitiveness by alleviating pressures on wages and reducing distortions,
including from extensive transfer programs, which could be better targeted. Finally, prudence
is called in issuing state guarantees and there is need for a proactive approach towards the
large unfunded longer-term pension liabilities.

29. Additional labor market deregulation would be helpful. The new labor law
addressed some shortcomings, but others remain and would best be redressed by allowing
opt-out clauses from collective bargaining arrangements; easing rules on labor redundancies;
and reducing disincentives to hiring. Given the need for adjustment in the public services, a
separate public sector collective bargaining agreement could be useful.

30. There is also a need to improve the business environment further. Tackling red
tape, especially at the municipal level, and infrastructure bottlenecks are important, as is
redressing perceived weaknesses regarding corruption. Progress in Montenegro’s EU
candidacy will also be important.

31. Weaknesses in economic statistics hamper economic analysis and policy.
Notwithstanding notable progress, annual national accounts remain weak and appear with
long delays, quarterly national accounts are not compiled, the external accounts are weak,
and high frequency indicators have serious gaps.

32. It is proposed that the next Article IV consultation be held on the standard
12-month cycle.



21

Table 1. Montenegro: Selected Economic Indicators, 2006—13
(Under current policies)

2006 2007 2008 2009 2010 2011 2012 2013
Prel. Proj.
Real economy 1/
Nominal GDP (millions of €) 2,149 2,680 3,086 2,941 2,935 3,128 3,383 3,641
Gross national saving (percent of GDP) 14 56 -112 92 2.0 9.0 11.0 130
Gross investment (percent of GDP) 254 338 406 180 190 210 210 220
Unemployment rate (in percent) 147 119 107 114
(Annual percentage change)
Real GDP 86 107 69 -66 -1.8 4.5 55 5.0
Industrial production 1.0 0.1 21 -32.2
Tourism
Arrivals 16.3 18.8 4.8 1.6
Nights 139 229 69 -31
Consumer prices (period average) 2/ 3.0 4.2 8.5 34 -0.6 3.0 3.0 29
Consumer prices (end of period) 2/ 2.8 7.7 7.2 15 -0.7 3.7 27 3.2
GDP deflator 9.0 127 7.7 21 1.6 20 25 25
Average netwage (12-month) 153 199 233 114
Money and credit (end of period, 12-month)
Bank credit to private sector 1389 1759 250 -13.6
Enterprises 1122 1910 209 -154
Households 193.0 153.7 320 -10.9
Bank deposits - private sector 1195 995 -141 -114
General government finances (cash) 3/ (Percent of GDP)
Revenue and grants 414 477 486 432 418 398 395 392
Expenditure (incl. discrepancy) 393 409 488 464 489 474 452 440
Overall balance 21 6.7 -0.3 -3.2 -71 -76 57 -48
Primary balance 3.3 7.8 05 -24 -60 63 -40 -27
Privatization receipts 3.7 4.0 1.2 4.2 1.5 1.0 0.9 0.8
General government gross debt (end of period, stc  34.8 275 29.0 3838 440 492 519 538
Balance of payments 1/
Current account balance, excl. grants -241 -395 -51.8 -27.2 -17.0 -120 -100 -9.0
Foreign directinvestments 217 196 184 306 10.5 10.0 7.0 7.0
External debt (end of period, stock) 56.8 794 951 982 105.1 108.6 107.6 106.1
Of which: Private sector 328 621 794 744 762 743 703 673
REER (CPl-based; annual average change, in percent)
(-indicates depreciation) 35 22 15 5.0
Memorandum:
Aluminum price (€ per tonne) 2,051 1929 1,760 1,157 1,241 1517 1,655 1,724

Sources: Ministry of Finance, Central Bank of Montenegro, Statistical Office of Montenegro, Employment Agency

of Montenegro; and IMF staff estimates and projections.

1/1n 2007, there is a break in the national accounts and balance of payments data, stemming mainly from the

revision of exports and imports.
2/ Cost of living index for 2006-2008.

3/ Includes extra-budgetary funds and, from 2006, local governments, but not public enterprises.
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Table 2. Montenegro: Macroeconomic Framework, 2005-15
(Under current policies, percent of GDP, unless otherwise noted)

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Prel. Proj.
Real GDP 4.2 8.6 10.7 69 66 -1.8 4.5 5.5 5.0 4.2 4.0
Consumer prices (end-period) 2.4 2.8 7.7 7.2 1.5 07 3.7 2.7 3.2 3.2 3.2
Gross domestic savings 0.2 43 -85 -13.8 -146 -3.7 6.8 84 103 103 103
Non-government 23 -11.2 -221 -235 -19.7 47 6.5 6.7 8.0 7.6 71
Government 2.5 7.0 136 9.7 5.0 1.0 0.3 1.6 2.4 2.7 3.2
Gross domestic investment 17.7 254 338 406 180 19.0 210 21.0 220 220 220
Non-government 13.6 204 268 305 94 105 129 133 145 148 148
Government 4.1 5.1 7.0 101 8.6 8.5 8.1 7.7 7.5 7.2 7.2
Net factor receipts and transfers from at 9.0 5.6 2.9 2.6 5.5 5.7 2.2 2.6 2.7 2.7 2.7
Non-government 8.9 5.4 2.8 2.5 5.1 5.4 2.0 23 2.4 2.4 2.4
Government 0.2 0.2 0.1 0.1 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Gross national savings 9.2 1.4 56 -11.2 92 2.0 9.0 11.0 13.0 13.0 13.0
Non-government 6.6 58 -194 -21.0 -145 0.6 8.4 9.0 104 10.0 9.5
Government 2.7 7.2 137 9.8 5.4 1.4 0.6 2.0 2.6 3.0 3.5
Non-government national savings minus 71 -26.2 -46.2 -51.5 -239 99 44 43 42 47 54
Savings - investment balance -85 -241 -395 -518 -272 -170 -120 -10.0 9.0 9.0 90
Non-government 71 -26.2 -46.2 -515 -239 99 44 43 42 47 54
Government -1.4 21 67 -03 32 -71 -76 57 48 -43 -36
General government finances
Revenues and grants 36.8 414 477 486 432 418 39.8 395 39.2 393 394
Expenditures 382 393 409 488 464 489 474 452 440 435 430
Current 341 342 339 388 379 404 392 375 365 363 359
Capital 4.1 5.1 7.0 101 8.6 8.5 8.1 7.7 7.5 7.2 7.2
Ovwerall balance -1.4 21 67 -03 32 -71 -76 57 48 -43 -36
Structural balance -0.4 -2.5 40 -1441 96 -71 69 53 48 43 -36
Public debt (gross) 409 348 275 290 388 440 492 519 538 556 550
Current account -85 -241 -395 -51.8 -272 -170 -120 -100 -90 -90 -90
Foreign direct investment (net) 21.0 217 196 184 306 105 10.0 7.0 7.0 7.0 7.0
External debt (estimate) 439 568 794 951 982 105.1 108.6 107.6 106.1 1055 105.3
Memorandum items:
Net export of goods and senices -17.5 -29.7 423 -544 -326 -227 -142 -126 -11.7 -11.7 -11.7
Nominal GDP (millions of €) 1,815 2,149 2,680 3,086 2,941 2,935 3,128 3,383 3,641 3,888 4,145

Sources: Statistical Office of Montenegro, Ministry of Finance; and IMF staff estimates and projections.
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Table 3. Montenegro: Summary of Accounts of the Financial System, 2005-2009
(Millions of euros)

2005 2006 2007 Jun-08 Sep-08 Dec-08 Mar-09 Jun-09 Sep-09 Dec-09
I. Central Bank
Net foreign assets 154 310 445 482 528 290 228 215 395 347
Assets 154 310 468 504 551 313 251 238 446 397
Liabilities 0 0 22 22 23 23 23 23 51 51
Net domestic assets -123 -267 -395 -425 -466 -227 -165 -156 -336 -285
Net credit to the nonfinancial public sector -42 -57 -98 -160 -197 -1 -17 -20 -134 -96
Net credit to the banking system =77 -233 -342 -308 -316 -262 -195 -183 -248 -238
Required reserves -53 -169 -259 -283 -288 -217 -170 -151 -138 -134
Giro account -25 -64 -84 -25 -29 -46 -25 -33 -1 -104
Claims on depository institutions 0 0 0 1 1 1 0 1 1 1
Other assets net -4 24 45 44 47 47 47 47 47 49
Equity 29 41 44 49 53 51 53 47 48 49
Deposits included in broad money 1 3 6 9 10 12 1 12 12 13
1. Banking system
Net foreign assets 42 -31 -457 -752 -888 -1,007 -1,088 -1,032 -768 -712
Assets 166 285 342 343 312 250 265 300 375 328
Liabilities 124 315 799 1,095 1,200 1,257 1,353 1,333 1,143 1,039
Net domestic assets 455 1,049 2,521 2,947 3,074 2,926 2,764 2,743 2,744 2,576
Net assets held in the central bank 100 233 342 308 317 262 195 184 249 238
Net credit to nonfinancial public sector 26 24 -14 -11 -14 -78 -53 -25 -20 18
Credit to the private sector 326 780 2,151 2,591 2,712 2,683 2,565 2,524 2,459 2,278
Other domestic assets 3 12 42 60 60 59 57 60 56 42
Liabilities to the private sector 497 1,018 2,062 2,193 2,184 1,917 1,674 1,708 1,974 1,863
Deposits 400 878 1,752 1,835 1,814 1,513 1,259 1,274 1,500 1,406
Other 97 140 310 358 371 403 414 434 475 457
o/w capital 107 149 237 281 283 279 265 271 294 333
11l. Consolidated system
Net foreign assets 196 280 -11 -270 -360 -718 -860 -817 -373 -365
Net domestic assets 331 782 2,126 2,523 2,609 2,699 2,599 2,586 2,408 2,292
Net credit to the nonfinancial public sector -16 -33 -112 -172 -211 -89 -70 -45 -154 -79
Credit to the private sector 326 780 2,151 2,591 2,712 2,683 2,565 2,524 2,459 2,278
Other net domestic assets 22 36 87 104 108 105 103 108 103 92
Liabilities to the private sector 498 1,021 2,068 2,202 2,195 1,928 1,684 1,720 1,986 1,876
Year on year changes (in percent)
Net foreign assets 373 43 -104 -216 -272 6,182 428 203 4 -49
Net domestic assets 28 136 172 90 62 27 13 3 -8 -15
Credit to the private sector 33 139 176 83 57 25 9 -3 -9 -15
Deposits 84 119 100 42 19 -14 -28 -31 -17 -7
Ratios
Reserves ratio 251 26.5 19.5 16.8 17.5 17.3 15.5 14.4 16.6 16.9
Effective required reserves ratio 13.3 19.3 14.8 15.4 15.9 14.3 13.5 11.8 9.2 9.6
Banks' capital / lending to private sector 32.8 191 11.0 10.8 104 10.4 10.3 10.8 12.0 14.6
CBCG reserves / bank deposits 384 35.3 26.7 27.5 30.4 20.7 20.0 18.7 29.7 28.3
Banks' foreign liabilities / lending 38.0 40.5 371 42.3 44.3 46.9 52.8 52.8 46.5 45.6

Sources: Central Bank of Montenegro; and IMF staff estimates.

" December figures are affected by the transfer of CKB's claims on KAP to OTP.
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Table 4. Montenegro: Balance of Payments, 2006—15
(Under current policies)

Current account balance
Trade balance "
Exports
Imports
Services balance
Receipts
Expenditure
Net factor income
Compensation of employees
Investment income
Current transfers, net
Government
Remittances

Capital and financial accounts
Capital accounts
Financial accounts
FDI, net
In Montenegro, net
Abroad, net
Portfolio investment, net
Other
General government
Commercial banks
Other non-bank sectors
Errors and omissions

Change in official reserves (-: increase)

Memorandum items
Current account balance
Merchandile trade
Exports
Imports
Services balance
Receipts
Payments
Foreign direct investment
Gross external debt

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Prel. Proj.
In millions of euros
-518 -1,058 -1,598 -799 -499 -383 -348 -341 -366 -394
-855 -1,574 -2,082 -1,350 -1,163 -1,123 -1,188 -1,273 -1,402 -1,542
627 516 468 300 365 420 475 511 550 582
-1,483 -2,090 -2,549 -1,650 -1,528 -1,544 -1,663 -1,784 -1,951 -2,124
216 440 403 390 497 670 751 836 930 1,036
434 674 754 680 798 893 991 1,099 1,219 1,352
-217 -234 -351 -290 -302 -223 -240 -263 -289 -316
31 17 8 81 77  -26 -14 14 -14 -14
57 75 97 110 135 144 156 167 179 191
-26  -58 -89 29 -58 -170 -170 -182 -193 -205
90 59 73 80 90 9% 104 112 119 127
7 2 9
83 57 64

674 904 734 806 455 459 434 432 463 496
-14 -1 0 0 0 0 0 0 0 0
688 905 735 806 455 459 434 432 463 496
467 525 568 900 308 199 251 270 288 307

493 640 641 900
-26 -115  -74 0
-10 5 -16 -40 0 0 0 0 0 0
231 376 183 -54 146 259 183 162 175 189
15 -61 -7 -120
-29 261 471 -296 -105 -93 -6 -3 -2 -1
245 143 -281 362 251 352 189 165 177 190
-19 305 708 50 50 53 58 62 66 70
-137  -151 155  -57 94 -22 -28  -30 -30 -32

In percent of GDP

241 -395 -518 -272 -170 -122 -103 -94 -94 -95
-39.8 -58.7 -67.5 -459 -396 -359 -35.1 -35.0 -36.0 -37.2
292 192 152 102 125 134 140 140 141 140
-69.0 -78.0 -826 -56.1 -521 -494 -49.2 -49.0 -50.2 -51.3
101 164 131 133 169 214 222 230 239 250
202 251 244 231 272 286 293 302 313 326
-101 -87 -114 99 -103 -71 71 -72 -74 -76
217 196 184 306 10.5 6.4 7.4 7.4 7.4 7.4
56.8 794 951 98.2 105.1 108.6 107.6 106.1 105.5 105.3

Sources: Central Bank of Montenegro; and IMF staff estimates.
1/ For consistency with the national accounts, merchandile trade is based on special trade. This provides a better
covereage of imports than general trade but may underrecord exports.
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Table 5. Montenegro: Consolidated General Government Fiscal Operations, 2008-2015 1/
(in percent of GDP)

2008 2009 2010 2011 2012 2013 2014 2015
Prel. Prel. Proj. Proj. Proj. Proj. Proj. Proj.
Total revenues and grants 48.6 43.2 41.8 39.8 39.5 39.2 39.3 39.4
Total revenues 48.4 42.9 414 39.5 39.2 38.9 39.0 39.1
Current revenues 48.0 42.4 411 39.2 38.8 38.5 38.6 38.7
Taxes 30.0 271 257 23.9 235 23.3 23.3 234
Personal income tax 4.6 4.1 3.1 3.1 3.1 3.1 3.1 3.1
Corporate income tax 2.0 1.9 1.8 1.7 1.6 1.6 1.7 1.7
Taxes on turnover of real estate right 1.2 0.7 0.6 0.6 0.6 0.6 0.6 0.6
Value added tax 14.3 12.6 11.8 10.6 10.5 10.5 10.7 10.8
Excises 3.9 4.4 5.1 4.8 4.5 4.3 4.2 41
Taxes on international trade 24 1.7 1.6 1.4 1.4 1.4 1.4 1.5
Local government taxes 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4
Other taxes 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Social security contributions 9.7 9.0 9.5 9.5 9.5 9.5 9.5 9.5
Nontax revenues 8.3 6.4 5.8 5.7 5.7 5.7 5.7 5.7
Capital revenues 0.4 0.5 0.3 0.3 0.4 0.4 0.4 0.4
Grants 0.1 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Total expenditures and net lending 48.8 46.4 48.9 47.4 45.2 44.0 43.5 43.0
Total expenditures 471 47.7 48.9 474 45.3 441 43.6 431
Current expenditures 20.5 20.9 235 23.3 22.3 21.9 21.6 21.6
Gross salaries 11.2 11.0 11.9 11.9 11.3 10.8 10.5 10.1
Other personal income 0.9 0.9 1.1 1.1 1.1 1.0 1.0 1.0
Goods and services 6.4 5.8 7.3 7.0 6.9 6.8 6.7 6.7
Interest payments 0.8 0.9 1.1 1.3 1.7 2.1 2.4 2.7
Rent 0.3 0.3 0.3 0.4 0.3 0.3 0.3 0.3
Subsidies to enterprises 0.7 1.7 1.5 14 0.7 0.6 0.6 0.6
Social security transfers 1.4 13.2 13.2 12.8 124 12.0 1.7 1.4
Other transfers 4.5 4.4 3.4 27 25 24 2.6 25
Capital expenditures 10.1 8.6 8.5 8.1 7.7 7.5 7.2 7.2
Reserves 0.6 0.5 0.4 0.4 0.4 0.4 0.4 0.4
Net lending 1.8 -1.2 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Overall Balance -0.3 -3.2 =71 -7.6 -5.7 -4.8 -4.3 -3.6
Financing 0.3 3.2 71 7.6 57 4.8 4.3 3.6
Domestic financing -1.2 -5.1 0.4 -0.6 -0.7 -0.2 -0.1 -0.1
Banking system 24 -3.9 3.3 0.6 0.0 0.0 0.0 0.0
Nonbank -3.6 -1.2 -2.9 -1.3 -0.7 -0.2 -0.1 -0.1
Foreign financing 0.2 4.2 -0.5 -1.8 -3.2 -4.7 -6.3 -71
Privatization receipts 1.2 4.2 1.5 1.0 0.9 0.8 0.5 0.0
Unidentified 0.0 0.0 5.6 9.0 8.7 8.9 10.2 10.9
Memorandum items:
GDP (million of Euro) 3085.6 2941.4 2934.7 3128.1 3382.7 3640.6 3888.4 4145.0
Primary Balance 0.5 -2.4 -6.0 -6.3 -4.0 -2.7 -1.8 -0.9

Source: Ministry of Finance; and Fund staff estimates and projections.
1/ Includes republican budget, extra-budgetary funds and local governments.



26

Table 6. Montenegro: Financial Soundness Indicators of the Banking Sector, 2005-Dec. 2009

2005 2006 2007 2008 2009

Dec. Dec. Dec. Mar. Jun.  Sept. Dec. Mar. Jun.  Sept. Dec.

Capital adequacy
Regulatory capital as percent of risk-weighted assets 278 213 171 17.2 16.6 15.6 15.0 124 11.9 12.9 15.7
Capital as percent of assets 15.3 104 8.0 8.3 8.2 8.1 8.4 8.4 8.6 9.1 11.0

Asset composition and quality
Distribution of bank credit by borrower

Central government, local government, government agencies 70 42 14 0.4 1.3 1.3 1.0 0.6 0.7 0.9 1.3
Funds 3.1 21 0.6 0.7 0.5 0.5 0.4 0.9 1.1 1.2 1.2
State-owned companies 52 27 1.0 1.2 1.2 1.4 1.0 1.2 1.4 1.6 1.9
Private companies, entrepreneurs 56.5 52.7 60.6 59.7 59.1 58.8 59.2 58.1 58.6 58.3 56.4
Banks 0.0 0.1 0.2 0.0 0.0 0.1 0.1 0.1 0.0 0.0 0.0
Financial Institutions 0.0 0.7 0.9 0.6 0.9 0.9 0.8 0.8 0.7 0.5 0.3
Citizens 275 363 345 353 356 356 358 362 355 353 36.6
Credit cards 03 04 0.9 1.0 1.1 1.2 1.3 1.5 1.6 1.6 1.7
Other 03 0.9 0.0 0.0 0.0 0.4 0.4 0.7 0.5 0.5 0.6

Distribution of bank credit by sectoral economic activity

Agriculture, hunting, fishing 19 1.0 1.0 0.6 0.4 0.6 0.6 0.7 0.5 0.5 0.3
Mining and energy 27 17 1.0 1.2 1.8 1.7 1.6 2.2 1.4 21 1.5
Civil engineering 50 7.3 9.0 8.4 7.7 8.9 7.2 75 74 71 0.7
Trade 344 313 2641 259 257 252 226 227 233 226 22.8
Services, tourism 77 7.8 8.6 10.8 8.5 8.0 7.7 8.9 9.4 9.1 7.5
Transport, warehousing, communications 44 15 3.6 3.8 3.2 3.0 3.1 3.3 2.7 2.8 2.6
Finance 30 141 2.8 14 24 2.3 25 2.8 2.7 24 24
Real estate trading 29 08 3.6 3.2 1.9 2.0 4.2 41 41 45 4.4
Administration, other public services 53 45 29 34 24 2.6 2.0 1.9 1.9 2.2 2.6
Consumer loans 263 36.6 35.1 354  36.1 35.6 36.4 36.8 365 37.0 38.5
Other 66 6.6 6.3 5.9 9.8 9.2 121 8.8 9.7 9.8 9.1
Asset quality
Non-performing loans (NPL), in percent of gross loans 53 29 3.2 3.0 3.9 4.5 7.2 8.8 10.0 9.6 13.5
Provisions, in percent of NPL 674 788 736 853 685 637 55.6 53.1 56.0 62.8 46.3
Provisions, in percent of total loans 36 22 23 2.6 27 2.8 4.0 4.7 5.6 6.0 6.3
NPL net of provisions, in percent of capital 6.1 35 7.9 4.2 11.9 16.4 32.0 42.0 42.8 31.2 52.5
Earnings and profitability
Gross profits, in percent of average assets (ROAA) 09 1.2 0.8 0.3 0.7 0.4 -0.6 -1.5 -1.6 -0.9 -0.6
Gross profits, in percent of average equity capital (ROAE) 6.1 116 105 3.7 8.3 5.0 -6.6 -174 187 -9.9 -7.0
Net profits, in percent of average assets (ROAA) 08 1.1 0.7 0.2 0.6 0,31 -0.6 -1.5 -1.6 -0.9 -0.7
Net profits, in percent of average capital (ROAE) 42 68 6.2 26 6.4 3.5 -6.9 -17.8 -189 -10.2 -8.0
Net interest margin 1/ 54 35 3.0 0.9 1.8 2.8 3.8 1.0 22 3.5 4.9
Gross income, in percent of average assets 1.1 89 7.0 5.9 5.7 5.4 5.1 4.3 4.8 5.0 5.3
Net interest income, in percent of gross income 48.3 506 554 61.2 63.1 67.7 67.7 80.5 75.0 74.7 74.2
Non-interest income, in percent of gross income 51.7 494 446 388 369 323 323 195 250 253 25.8
Net fee income, in percent of net interest income 758 756 571 53.1 50.7 43.5 43.3 26.3 27.3 27.4 27.2
Trading income, in percent of gross income 15.0 111 129 6.3 4.8 0.0 0.0 -1.7 0.0 0.0 0.0
Aggregate overhead expenses, in percent of gross income 70.0 719 573 495 522 554 614 655  62.1 60.6 62.3
Liquidity
Liquid assets, in percent of total assets 384 303 18.1 14.6 14.3 12.9 11.2 10.5 1.7 16.0 15.3
Liquid assets, in percent of short-term liabilities 58.7 536 32.0 27.6 27.3 24.0 20.9 19.6 21.9 26.8 25.8
Deposits, in percent of assets 701 752 703 68.5 66.8 66.3 60.1 55.7 56.0 58.9 60.3
Loans, in percent of deposits 771 788 1074 1153 1195 1226 1405 152.3 1499 1353 1314

Sensitivity to market risk
Original maturity of assets (in percent of total)

Less than 3 months 56.8 453 31.1 269 255 273 247 230 285 315 304
3 months to 1 year 174 181 204 210 231 217 236 242 208 207 20.5
1to 5 years 220 256 34.0 369 358 343 350 36.1 345 292 33.9
Over 5 years 38 11.0 146 15.1 15.6 16.6 16.8 16.7 16.2 18.6 15.3
Original maturity of liabilities (in percent of total)
Less than 3 months 604 464 350 318 273 312 322 342 324 413 347
3 months to 1 year 16.0 225 273 26.2 302 280 272 251 27.0 256 324
1to 5 years 19.1 246 287 347 351 324 31.7 30.4 305 236 235
Over 5 years 29 65 9.1 7.3 7.4 8.4 8.8 10.3 10.1 9.5 9.4

Source: Central Bank of Montenegro.

1/ Net interest income in percent of interest bearing assets
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Figure 1. Montenegro: Financial Sector Developments, 2005-09

Massive deposit withdrawals have...

250
Montenegro: Deposit growth
L (in percent, annualized) 1 200
150
100
50
i ’
e 3-month MA
[ —Y-0-Y -50
. . . 4 . . . . . -100
Yol Yo © © ~ N~ [ee] [ee] (2] (2]
S @ 2o 9o 9o 9 <& © <o g9
§ 3 § 3 § 3 § 3 § 3
With the economy weakening, NPL have been rising fast...
10
1 BONPL in % of gross loans [] 1 8
1 2 {7
1 {6
1 {5
J { 4
1 {3
1 2
- |-| |-| 1
MARAAARARAAARARANARARANANAR 0
B © © © © N M NN O 0O 00 0 O OO D
LI ILLYLY L
2855385538855 885 &
O=25Sn0=250n025n0=25o0

brought credit to a halt.
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Despite a recent rally, equity prices remain below

their 2006 level.

The banking system is largely foreign-owned
and highly concentrated

Number Market share

Loans Deposits

(In percent, Sept. 2009)

Foreign 9 84 82
o/w Large 3 63 59
Domestic 2 16 18
o/w Large 1 16 17
Total 11 100 100

Source: Central bank of Montenegro.
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Figure 2. Montenegro: High frequency indicators suggest a sharp downturn in 2009

The downturn is pronounced in industry... ... construction...
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After a sharp contraction in the aftermath of the financial
crisis, imports ... ... and VAT revenue are stable but at a lower level.
120 120 80 80
Merchandile Imports VAT revenue
100 F (yoy change in percent) 1 100 60 | (y-0-y change in percent) 4 60
80 | 1 80
40 1 40
60 | 1 60
40 1 40 20 A 20
20 | A 20 0 X o
0 0 -20 1 -20
-20 1 -20
-40 1 -40
-40 { -40
-60 L L L L L -60 -60 . . . . . -60
Jan-07 Jul-07 Jan-08 Jul-08 Feb-09 Aug-09 Jan-07 Jul-07 Jan-08 Jul-08 Feb-09 Aug-09

Sources: MONSTAT; Central Bank of Montenegro; Ministry of Finance; and IMF staff calculations.



Figure 3. Montenegro: Inflation pressures have been declining

Slowing demand has been taking pressure
off prices...
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Helped by tax cuts, real net wages continue to

grow on average.
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Figure 4. Montenegro: Development of Labor Market, 2007-09

Unemployment rate has started to rise ...
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Sources: MONSTAT; and IMF staff calculations.
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... and domestic employment has been declining.
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Employment in effective term has also declined due to less working hours by domestic workers

and decline in the number of foreign workers.

2008 2009 % change
(a) Employment (Montenegrin, in thousand) 1994 .4 2057.4 3.2
(b) Foreign Workers (in thousand) 77.0 16.0 -79.2
Effective employment in total 2071.4 1780.8 -14.0

Source: MONSTAT; Ministry of Labor; Employment Fund; and IMF staff estimates.
Effective employment includes adjustments for hours worked of Montenegrin workers

and length of employment of foreign workers.
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Figure 5. Macroeconomic Developments in International Perspective

The recent recession has resulted in large turnarounds in growth...
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Figure 6. Key fiscal parameters: international comparison, 2009.

The size of government in Montenegrois above average...
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Figure 7. Public Administration Wages and Employment, 2007-8 1/
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Public Administration Wages, Percent of Economy Average, 2007-8
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Figure 8. Montenegro: Structural Indicators

Montenegro is at middle in the region in business environment However, in some categories, rankings are still low (e.g. dealing

ranking of World Bank.

with construction permits, and paying taxes).
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Annex 1. Regional Experiences with Recent Deposit Withdrawals and Credit
Contraction'

The sharp reductions in both deposits and credit to the private sector seen in Montenegro in
the last 1-1%: years stand out in a regional comparison. The decline in deposits has been,
moreover, much more prolonged than in most other countries. These recent negative
developments are the mirror image of developments during the boom years.

The sharp reduction in deposits seen in Montenegro stands out even in a regional
comparison. In the period from August 2008, just as the current global crises took off, until
October 2009 declining deposits were observed in a number of South Eastern, Eastern and
Central European countries, but the drop was by far the sharpest in Montenegro. Only two
other countries (Bosnia and Herzegovina, and Latvia) witnessed declines in the double digits;
and on an unweighted average basis, the other countries registered a slight increase in
deposits of about % percent.’

Another important difference compared to most of the countries is that the bottom was
reached much later. While the median country saw a rebound already in late 2008, deposits
continued to decline through April 2009 in Montenegro.

The adverse deposit developments were reflected in credit to the private sector. Looking
at the same period, the decline in credit was the sharpest in Montenegro, although the
difference in percentage points to other countries is less. Only three other countries (Bosnia
and Herzegovina, Estonia, and Lithuania) actually registered a decline, and the unweighted
average for all the countries was an increase of credit by about 7% percent. The general
picture is not altered when looking at slightly different time periods.

These negative developments in the past 1-17; years in Montenegro are the mirror
image of developments during the boom years. While deposit growth and credit expansion
in 2003-07 were very fast in most countries, they were significantly faster in Montenegro
where both deposit and credit expanded by more than 50 percentage points of GDP.
However, it is worth noting that the link between credit and deposit growth follows a similar
pattern as in other countries. All countries saw higher, or, in some cases, much higher credit
growth than deposit growth.

! Prepared by Erik Lundback.

2 Not including CIS or euro area countries.
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RecentRegional Experiences with Deposits and Credits
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A country comparison suggests that the exchange rate regime has had an impact on
deposits and credit. While many factors affect deposits and credit, there are clear-cut
similarities in the recent deposit and credit development for countries with the same
exchange rate regime classification.” Countries with an independent float (Albania, Czech
Republic, Hungary, Poland) or managed float (Romania, Serbia) had notably higher growth
in both deposits and credit, than countries with a peg (Croatia, Latvia, Macedonia) or a
currency board (Bosnia and Herzegovina, Bulgaria, Estonia, Lithuania).* While
Montenegro’s experience follows a similar—though more pronounced—pattern to the one in
the latter groups, the experience of Kosovo, the other country using the euro is quite
different.

The extent of current account deficits in the years before the global crises also seems to
have had an effect. The five countries with the largest current account deficits on average
in 2003—07 (Latvia, Montenegro, Bosnia and Herzegovina, Bulgaria, and Estonia)’ have
subsequently since the beginning of the crisis had the weakest growth in both deposits and
credit.

Change in Deposits August 2008 to
October 2009 in Select Countries

Change in Credit August 2008 to
October 2009 in Select Countries

(average, percent)

All 0.7
Grouped by exchange rate regime
Floating 6.9
Managed Float 141
Peg -3.4
Currency board -3.4

No domestic currenc -10.5

Grouped by current account deficit

High -8.5
Medium 7.8
Low 3.9

(average, percent)

All 7.3
Grouped by exchange rate regime

Floating 13.8
Managed Float 18.1
Peg 4.0
Currency board 0.1
No domestic currency 2.9
Grouped by current account deficit

High -1.1
Medium 10.3
Low 11.7

Source: IMF staff estimates

Source: IMF staff estimates

3 IMF Annual Report on Exchange Arrangements and Exchange Restrictions.

* For countries with an independent or managed float, this is more than just the valuation effect on the level of
foreign currency deposits and credit from changes in the exchange rate. Looking only at domestic currency
deposits it is still the case that countries with more flexible regimes have seen increases in deposits, and even
when total deposits are calculated at a constant exchange rate, there has still been an increase.

> Extending the sample to 2003—08 does not change the country composition.
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The policy responses have naturally varied across countries, but there are some
common themes.

o Most, if not all, countries increased the ceiling for insured deposits or publicly
guaranteed that deposits would be safe. In Montenegro, a temporary blanket
guarantee was issued in late 2008.

o In many cases, including Montenegro, parent banks abroad provided funding, or at
least committed to support their subsidiaries and not to leave.

J Several countries also lowered reserve requirements, including e.g. Bosnia and
Herzegovina, Bulgaria, Croatia, and Lithuania, and Serbia, as well as Montenegro.

J Countries with a more flexible exchange rate regime could more easily respond by
simply increasing the amount of available liquidity. This was the case in e.g. Albania
and Serbia.
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Annex II. Estimates of Potential Growth and Output Gap in Montenegro1

The GDP contraction in 2009 appears to have practically eliminated the accumulated
overshooting during the past few years of strong growth. A small negative output gap is
projected to emerge in 2010—11 and to close in the following years. There is considerable
uncertainty surrounding the estimates as the rapid transformation and small size of the
economy as well as a weak statistical base pose serious challenges in assessing potential
growth and economic slack in Montenegro.

GDP growth in Montenegro has been very volatile, imparting considerable uncertainty
in disentangling the cyclical component of growth. The recovery of economic activity
from its very depressed levels in the 1990s, the massive structural changes during the past
decade, and the strong post-independence boom (which was exacerbated by the global real
estate boom) make it difficult to accurately estimate potential growth and the cyclical
component of GDP, especially in real time. Crude calculations suggest that in 2008 real GDP
returned to its 1990 level (Figure 1). But notwithstanding some difficult legacies (notably the
aluminum complex KAP), the profile of the country and its potential are now very different
from what they were only five years ago. This weakens the relevance of distant history (and
long statistical series) for prediction. Ocular inspection of the data suggests that the average
growth rate has increased from 2’2 percent in 1999-2003 to about 4 percent since then. These
rates represent a good first approximation of potential growth in these two periods.

Montenegro: Output Volatility
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Source: Monstat, Vuketic (2004) and IMF staff estimates.

! Prepared by Anastassios Gagales.
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Growth projections are indispensable for assessing potential growth and the output
gap. They are needed to mitigate the end-of-sample problem in estimating HP filters and
help incorporate important nonsample information in the estimations. The GDP projections
below are based on the production function approach and the following assumptions:

e investment will recover, after a brief slump, to its pre-recession level (Montenegro
has untapped potential in tourism, energy and transportation);

e labor force participation (which is currently low by international standards) is
expected to increase, partly due to the substitution of domestic for foreign labor;’

e TFP growth should pick up due to cyclical and temporary factors (e.g. higher capacity
utilization in recently completed investments).

Montenegro: Real GDP Growth and its Determinants, 2001-15

Actual Projection

2001-04 2005-08 2009-10 2011-15

(Annual rates of change, in percent)

Real GDP 2.5 7.6 -4.4 47
Labor productivity 2.0 -0.3 0.6 1.9
TFP 1.3 -1.1 -0.7 1.6
Capital deepening 0.7 0.8 1.3 0.3
Hours of work " 0.0 0.0 2.3 1.0
Employment 2/ 0.5 8.1 2.6 1.8
Domestic 0.5 3.4 1.8 1.8
Foreign 0.0 4.7 -4.4 0.0
Memorandum items:
Population growth 0.4 0.2 0.3 0.3
Labor force participation 29.7 29.4 30.6 32.8
Unemployment rate 22.3 10.7 11.2 10.3
Share of foreign employment 0.0 15.4 7.4 6.4
Investment rate 15.6 27.6 18.5 21.6

Source: Monstat and IMF staff calculations and projections.
1/ Staff estimate based on circumstantial evidence.
2/ Not adjusted for variations in the degree of labor utilization.

2 To better measure the impact of (i) the massive drop in the number of foreign workers in 2009 and, at the
same time, (ii) the tendency to have longer contracts following the rise in the fixed cost of employing
foreigners, foreign employment is estimated in effective terms. A similar adjustment is made in domestic
employment to capture circumstantial evidence that an increasing number of domestic workers have been asked
to take unpaid leave or work shorter hours.
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The Hodrick-Prescott filter (HP) is ill-suited for estimating potential output in small
economies experiencing large transitory shocks (vast FDI inflows, fast financial
deepening etc). The problem is that HP (i) imposes a smoothness constraint on potential
GDP, an untenable assumption for small economies where the law of large numbers does not
work and even a single large project could radically change the course of the economy, and
(i1) is not designed to filter out middle-frequency transitory shocks—such as a protracted FDI
boom—that may well not be correlated with the business cycle.

These shortcomings introduce bias in potential growth estimates. First, the estimates for
the early 2000s are biased upwards by high GDP growth rates in the subsequent years. These
potential growth estimates remain high even after extending the GDP series backwards
(using Vuketic’s estimates for pre-2000 GDP) to minimize sample-end problems. The
reduction of the smoothness parameter (1) from 100 to 20 mitigates but does not eliminate
the problem of high potential growth estimates in the early 2000s. A second problem with the
HP estimates for Montenegro is that they imply that the economy was operating at potential
in 2006 despite strong evidence (large current account deficit and high inflationary pressures)
that in that year GDP was clearly above potential. This biases downwards the output gap for
a number of years.

Montenegro: Estimates of Potential Growth
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The HP filter suggests:

o The weakening of potential growth during the 2009-10 downturn and also in the
medium-term. The weakening (but also the volatility of potential growth) is more
pronounced when the smoothness parameter (1) is set at 20. Looking forward,
potential growth recovers to 4 percent and is consistent with the output gap closing
by 2015.

o The elimination of the output gap in 2009 and the opening of a significant
negative gap of -4 72 percent in 2010 that is gradually eliminated by 2015.

The regime switching methodology (RS) is more suitable for estimating potential
growth in Montenegro. This approach replaces the smoothness constraint with the
assumption that the economy alternates over time between a number of states, say “low
growth” and “high growth.” The states of nature cannot be observed directly. Observables
are actual GDP growth (which is a noisy indicator of the underlying growth rate) and other
ancillary indicators. These can be used to estimate the probability of being in any given state
and transition probabilities of moving across states. The short sample period precludes a
meaningful formal estimation of such probabilities, but circumstantial evidence suggests that
the switch from low to high growth (driven by massive FDI inflows and financial deepening)
occurred around 2006. As a first approximation, potential growth is set at 2.5 percent for the
period before 2006 (the average growth rate in 1999—2005) and 4 percent since (the average
growth calculated with the production function approach). An open question (that can only
be answered in probabilistic terms and, with confidence, only after a few years) is whether
the GDP contraction in 200910 represents a switch to the low growth regime or a tail (low
probability) event in the high growth regime.3 Given the projected short duration of the
downturn in the staff projections, it would not be unreasonable to assume that the economy
remains in the high growth regime.

The RS methodology suggests:

¢ A constant potential growth. The higher actual than potential growth over the
medium term (2012—15) ensures that the output gap is closed by the end of the
projection period.

e A positive output gap of 3 percent in 2009 and a narrower, compared to the HP
methodology, negative gap of 2'; percent in 2010. The difference mirrors HP’s
overestimation of potential GDP in 2006. Correspondingly, RS suggests the widening
of the positive output gap in 2008 to 15 percent, compared to 10 percent in the case of
the HP filter.

? The first case implies that the current recession has no permanent impact on GDP and, eventually, the
economy evolves along the pre-recession growth path. The second case, on the other hand, implies a downward
shift in the growth path and, hence, a permanent output loss.
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Potential growth rates Output gap estimates
(Period averages, in percent) (Period averages, in percent)
2006-08 2009-11  2012-15 2006-08 2009-11 2012-15
Regime Switch 3.9 4.0 4.0 Regime Switch 10.4 2.2 0.0
HP-20 4.1 2.8 39  HP-20 5.4 -3.2 0.2
HP-100 3.9 34 37  HP-00 64 3.9 0.7
Actual growth 8.7 -1.4 4.3

Source: IMF staff estimates.

Source: IMF staff estimates.

There is a subtle difference between the HP and RS estimates of potential GDP. The
former suggests that the recession will cause a permanent GDP loss, which is reflected in the
downward shift of trend GDP. The latter implies no output losses, as trend GDP remains
unchanged.

A key question with important policy ramifications concerns the most appropriate
estimate of potential GDP for calculating the structural fiscal balance. The preceding
analysis suggests that in the near term RS has the advantage of being less affected by
transitory shocks. In the medium term, however, both methodologies suggest roughly the
same level of potential GDP and a zero output gap and, as a result, lead to the same medium-
term assessment of the structural fiscal balance.
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Montenegro: Output Gap and its Determinants, 2001-15
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Annex III. Estimating the Structural Fiscal Balance in Montenegro1

Alternative methodologies are used to estimate the structural fiscal balance in Montenegro.
While the estimates are subject to considerable uncertainty and handicapped by short time
series and data quality problems, they all point to the presence of a large structural deficit
which in turn reflects the fundamental inconsistency between low tax rates and a large size of
the government.

A. Background

The fiscal balance is subject to a multitude of transitory factors that complicate the
assessment of the structural fiscal position. There are three broad groups of factors that
create a wedge between the actual and the structural balance: cyclical, transitory and
accounting. The business cycle is positively related with revenue and negatively with some
expenditure, and these automatic stabilizers result in a more favorable fiscal position during
periods of strong economic performance. Transitory factors (for example, asset booms and
one-off events) and accounting practices (for example, the treatment of arrears and
contingent liabilities) can also distort the underlying fiscal situation. The conventional
approach is to calculate the structural balance by subtracting the impact of these factors from
the headline balance using the output gap as a proxy for the cyclical position.

A complication in the case of Montenegro is that the output gap is subject to significant
uncertainty and is not a sufficient statistic of the cyclical position of the economy
(Annex 2). Separating the cycle from the trend is complicated in transition economies, which
are subject to low frequency (permanent) shocks, and this complication is compounded by
the lack of observations for a full business cycle and the elevated uncertainty surrounding
real time estimates of the output gap. In addition, the output gap does not capture adequately
the imbalances in the economy and in particular, the excess of spending over production.

In 2009 the output gap was practically closed which, other things being equal, would imply
that the structural and actual fiscal balances coincide. At the same time, imports (and
consumption and indirect taxes) remained well above their “normal” level suggesting a large
cyclical component. Thus, using the output gap as the only proxy for the cycle distorts the
cyclical component of the fiscal balance.

This annex constructs alternative estimates of the structural fiscal balance. In addition to
the standard methodology, which is based solely on the output gap, an augmented
methodology is presented that uses two gaps: the gap between actual and “normal” imports
as a proxy for the transitory component of the tax base for indirect taxes (mainly VAT) and

! Prepared by Javier Kapsoli.
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the output gap for the rest items in the budget.”> Moreover, alternative output gap estimates
are used to gauge the robustness of the structural balance. The next section discusses the
standard approach, section C, discuses the augmented methodology and section D concludes
with a sensitivity analysis.

B. The Standard Approach of Estimating the Structural Fiscal Balance

The standard approach uses the output gap to eliminate the cyclical component from
revenues and expenditure. While the relationship between revenues and the economic cycle
is fairly straightforward, it is not the same in the case of expenditures.

e When the economy is growing, profits and income tax are up. Moreover, strong
consumption boosts revenue from VAT and excise taxes; it also boosts imports and
taxes related to international trade. If there is a real estate boom, real estate taxes and
property taxes also rise above their normal level.

e The relationship of expenditures with the business cycle is not clear cut. The typical
correction used in Fund analyses is applied to unemployment benefits (see
Hagemann, 1999). If this is the case, expenditures will be corrected by the ratio
between actual and natural (NAIRU)® unemployment rate. Although Montenegro has
some expenditures linked to employment, these are negligible compared to total
expenditures.4 Therefore, this analysis considers all expenditures to be structural in
nature, obviating the need for cyclical adjustments to expenditure.

Transitory shocks and measures need to be excluded from the structural balance.
Though potentially controversial, this adjustment is in line with the consensus in the
literature. The European Commission, for example, has established guidelines to limit
discretion in the calculation of one-off adjustments (EC, 2006). According to these
guidelines, to be considered as one-off, a measure must: (i) have a significant impact in the
budget (at least 0.1 percent of GDP), (i1) have a limited temporary impact and (iii) be
nonrecurrent. In Montenegro, the €44 million loan to Prva bank—that was included as
budgetary net lending in 2008, and reversed in 2009—is considered to be one-off.

2 This is somewhat related to a Keynesian view of the economy where output could move for long periods
driven by demand fluctuations that work on top of the neoclassical factors stressed in the production-function
determination of potential output (Scacciavillani & Swagel (2002) discuss this issue). The analysis here allows
for the fact that demand pressures affect various taxes differently.

3 Nonaccelerating inflation rate of unemployment, defined as the unemployment rate consistent with full
employment general equilibrium.

* Transfers related to the employment fund are only 4% of total transfers.
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The standard approach to estimating the structural balance requires estimation of the
output gap and the elasticity of revenues and expenditures with respect to the output
gap. Starting point is the definition of the structural balance

(1) BS=RS-E

where BS and RS denote respectively the structural balance and revenues and E stands for
expenditures net of one-off items. The structural revenues are defined as:’

Y\
() RS=[7J R

where Y and Yp denote actual and potential output, R stands for total revenues and € is the
elasticity of revenue with respect to the output gap. Using (2) in (1) and, expressing all terms
as a percent of potential output:°

3) Bj[&j [ﬁj_ﬁ
Y, \(Y)\v,) v,

Subtracting interest payments, the primary structural balance is:

@ PBS (Y,\"(R) E INT
v, \v)\lv,) v VY

The fiscal impulse (a measure of the impact of the budget to aggregate demand) is then
defined as the change in the structural primary balance:

5) FI = _{PBS _ PBS ‘- 1)}

Y, Y,

The elasticity of revenues with respect to output is close to unity. While annual data
since 2001 and 2006 weights suggest an elasticity of 1.12, this is essentially because of the
import boom. Since this is adjusted for separately, a unitary elasticity with respect to
potential output is subsequently assumed. In view of this and to avoid unnecessary
complications, the ensuing calculations assume unit elasticity.

> To simplify, lagged effects of the cyclical output gap on the budget (see Hagemann, op. cit. for a complete
version of the model) are not included.

® For a discussion of the appropriate scaling variable, see Fedelino, et al. (2009)
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Given the uncertainty surrounding the measurement of potential output, alternative
estimates are used in the calculations. As discussed in Annex 2, the popular Hodrick-
Prescott filter is not reliable for economies that are taking off after a long period of
stagnation. For completeness it is used in the calculations, but greater reliance is given in a
simple regime-switching model that postulates two states, a “/ow growth” and a “high
growth” state.

The standard methodology suggests a sudden deterioration of the structural balance

in 2008, largely caused by an increase in expenditures. The calculations show a significant
deterioration in the structural balance during the economic boom. A period of structural
surpluses ended in 2008. This is basically explained by the sharp increase in recurrent
expenditures, in particular, wages and pensions, and cuts in income tax rates and
contributions to the pension and health funds.

Montenegro: Standard Structural Fiscal Balance 2004—10
(In percent of potential GDP)

2004 2005 2006 2007 2008 2009 2010
Prel. Proj.
Revenue 37.4 36.8 434 47.7 48.6 43.2 41.8
Expenditure 39.8 38.2 40.4 40.9 48.8 46.4 48.9
Fiscal balance -2.4 -1.4 3.0 6.7 -0.3 -3.2 =71
Cyclically adjusted primary balance -0.3 -0.3 2.2 3.2 -6.5 -3.5 -4.5
Other adjustments 0.0 0.0 0.0 0.0 1.6 -2.8 0.0
Interest payments 1.5 1.1 1.2 1.2 0.9 0.9 1.1
Structural balance -1.8 -1.4 1.0 2.0 -5.8 -7.2 -5.6
Memorandum
Fiscal impulse 0.0 -2.5 -1.0 8.1 14 -1.8
Output gap -1.6 0.0 4.8 11.6 14.7 25 -3.1

Source: Ministry of Finance and IMF staff estimates.

The standard methodology of estimating the structural balance could have important
shortcomings when applied to episodes characterized by an absorption boom. As
noticed in IMF (2007), during absorption booms, domestic demand grows much faster than
production, resulting in temporary import and current account deficit surges and an
associated revenue windfall, especially from indirect taxes related to consumption (VAT and
excise) and imports (tariffs and duties). This effect is not correctly captured with the standard
methodology that adjusts only for the output gap and not for the external imbalance, which is
underlying the absorption boom.

This shortcoming is especially relevant for Montenegro where almost two thirds of total
revenues come from indirect taxes, and where the economic boom was led by runaway
absorption. During the boom years 200607 VAT grew at 40 percent annually, reflecting
surging consumption and domestic demand, as absorption on average rose to 130 percent of
GDP (2006-08) from some 100 percent of GDP in the previous period.
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Montenegro: Composition of Revenues
(in percent)

2006 2007 2008 2009 Average

Taxes 81.5 78.2 89.5 88.3 84 .4
Direct taxes 20.5 20.2 21.0 20.0 20.5
Indirect taxes 61.0 58.0 68.4 68.3 63.9
Nontax revenue 18.5 21.8 10.5 1.7 15.6
Total 100.0 100.0 100.0 100.0 100.0

Source: Ministry of Finance.

C. An Augmented Methodology of Estimating the Structural Fiscal Balance

A more refined methodology of estimating the structural fiscal balance considers
separately the effects of internal and external imbalances. For this, total revenues are split
between indirect taxes and other revenues. Structural indirect taxes are related to the
deviation of actual imports from normal imports while other structural revenues are
explained by the output gap:

(6) R=RI+RD

(7) RS =RIS + RDS

(8) RIS = (A;f j RI

YP €2
(9) RDS_(7J RD

where RI are indirect taxes, RD are other revenues, M are imports, Mp is “normal” level of
imports and €1 and €2 are income elasticities of indirect and other taxes, respectively.

Implementing this methodology poses the challenge to estimate the “normal” level of
imports. Imports soared in the past few years as a result of the demand-led boom and the
opening up of the country. The short observation period and the confluence of these two
shocks make it difficult to identify statistically the trend from the temporary effect. This will
be possible with confidence only when the transitory effects unwind. However, using as a
benchmark the experience of other countries one can assume that “normal” imports will
permanently increase and then taper off.’

’ An alternative approach used in IMF (2007) adjusts for the absorption gap that is defined as the difference
between the actual current account balance and the current account norm. However, this imposes the additional

(continued)
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The augmented methodology results in a larger structural fiscal deterioration. The
structural fiscal balance in percent of potential GDP is now given by:

B_S_(YPTZ RD J{MPT R\ E

v, \v)ly ) Mm)\y,) v,

Y Y, M Y, ) Y,
The calculations, based on unit elasticities, imply a higher structural fiscal deficit than in the
standard approach; and a structural deficit for several years, even during years in which the

standard approach suggests a structural surplus. The deficits are more consistent with the
fiscal relaxation that hit a peak with the 2008 stimulus package.

Montenegro: Alternative Structural Fiscal Balance Estimation 2004—10
(In percent of potential GDP)

2004 2005 2006 2007 2008 2009 2010

Prel. Prel. Proj.

Fiscal balance -2.4 -1.4 3.0 6.7 -0.3 -3.2 -7.1

Cyclically adjusted primary balance -4.1 -3.7 -5.3 -3.6 -8.7 -4.4 -5.6

Other adjustments 0.0 0.0 0.0 0.0 1.6 -2.8 0.0

Interest payments 1.5 1.1 1.2 1.2 0.9 0.9 11

Structural balance -5.7 -4.9 -6.4 -4.8 -8.0 -8.1 -6.7
Memorandum

Fiscal impulse -0.4 1.6 -1.7 3.4 0.1 -1.6

Source: Ministry of Finance and IMF staff estimates.

D. Sensitivity Analysis

As described, the calculation of the
structural fiscal balance involves a
considerable degree of uncertainty. The .
methods presented here are basically 6
restricted by Montenegro’s limited data 4t
availability (partly reflecting its short z

Actual and Structural Balance, 2004-10.

history as an 1ndependent country). In the ol
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improve. In the meantime, and to give an 2004 2005 2006 2007 2008 2009 2010
idea of the range of the estimations. the Sources: Ministry of Finance and Fund staff estimates.
b

challenge of identifying the current account norm, estimates of which tend to be heavily sensitive to identifying
assumptions. Moreover, in Montenegro, current account data have in the past been significantly revised,
imparting an additional uncertainty. The proposed adjusted based on imports steers largely clear of these
uncertainties.
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table below presents the results of the different methods and summarizes using a simple
arithmetic mean.

Montenegro: Alternative Structural Fiscal Balance Estimation 2004-10
(In percent of GDP)

2004 2005 2006 2007 2008 2009 2010

Classic method-HP filter -1.3 -0.2 2.9 4.1 -5.1 -2.9 -4.7

Classic method—switching model -1.8 -1.4 1.0 2.0 -5.8 -7.2 -5.6
Alternative method—-HP filter -5.8 -5.1 -7.0 -5.5 -8.7 -8.2 -6.9
Alternative method—switching model -5.7 -4.9 -6.4 -4.8 -8.0 -8.1 -6.7
Average -3.6 -2.9 -2.4 -1.0 -6.9 -6.6 -6.0

Source: IMF Staff estimates.
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Annex IV. Debt Sustainability Analysis1
Coverage

This debt sustainability analysis includes gross public debt that is recognized by the
authorities and covers the general government.”

o Liabilities related to restitution are included. In 2004, the government issued a Law to
tackle the problem of restitution of property seized or expropriated by the former
communist government. Article 22 limits the annual payments under this program to
0.5 percent of GDP and the stock of total obligations potentially recognized to
10 percent of GDP. In 2009, the stock of liabilities of this program was €100 million
and the legal medium term cap €400 million.

o In 2009 the remaining stock of arrears with pensioners was €48.5 million.

o Under the legal framework, the government is to compensate savers whose savings
were confiscated during the Milosevic government. The total amount for this
obligation (old foreign exchange savings) is now €108 million.

o Debt of municipal governments is estimated at €62 million.

o On the external side, negotiations related to debt inherited from the former
Yugoslavia continue. These disputed obligations include credits from the
governments of Libya, Kuwait, Czech Republic and Slovakia and API bonds issued
within the London Club during the restructuring of debt and owned by UBS bank.
According to estimation of the Montenegrin Ministry of Finance the total amount of
these unresolved obligations could reach 1 percent of GDP.

o Debt from public enterprises is not included in this analysis as they are not part of the
general government. At the end of 2009 total debt of public companies was
€130 million or 4.4 percent of GDP.

J As of December 2009 deposits of the Ministry of Finance were €151.9 million
(including gold’s valuation of €29.6 million) and deposits of funds® were
€44.9 million which brings the net debt to 32.1 percent of GDP.

! Prepared by Javier Kapsoli.

? The actual coverage includes spending units under the Montenegrin republican budget, social funds
(employment, health and pensions) and local governments.

3 Funds here refer to the funds not fully integrated in the Treasury system: Pension, Health and Development
Fund of Montenegro.
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Results

Under the baseline scenario which reflects authorities’ fiscal plans and measures, the gross
debt-to-GDP ratio is projected to reach 56 percent of GDP in 2014. Although the baseline
scenario is based on authorities’ medium term fiscal plan that virtually freezes public
expenditures to the level of 2009, the debt stock is shifted by compensation liabilities that are
projected—in line with the debt dynamics published by the Ministry of Finance*—to reach
10 percent of GDP. Also, the scenario assumes the repayment of the remaining obligations to
pensioners by 2011 and a substantive reduction in obligations related to old foreign currency
savings, as around €14 million would be paid annually.

The financing requirement continues to grow as most of new credits will have short
maturities. Interest expenditures are projected to reach some 3 percent of GDP as nonmarket
debt is replaced by market debt. Privatization proceeds are expected to decline and gradually
tend to zero.

The standard stress tests were performed using the methodology adopted in July 2005
(Information Note on Modifications to the Fund’s Debt Sustainability Assessment
Framework for Market Access Countries http://imf.org/external/np/pp/eng/2005/070105.htm)
but with modifications due to data constraints. They exacerbate the near-term baseline trend
of increasing debt. The stress tests also show that the public debt path is particularly sensitive
to growth shocks and contingent liabilities.

* See Montenegro’s Ministry of Finance ‘Bulletin XVII” (September 2009).
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Montenegro: Public Sector Debt Sustainability Framework, 2005-2015

(In percent of GDP, unless otherwise indicated)

Actual Projections
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 Debt-stabilizing
primary
balance 9/

Baseline: Public sector debt 1/ 386 326 275 290 388 440 492 519 538 556 550 -0.7
Change in public sector debt -6.2 -6.0 -5.1 1.5 9.8 5.3 5.1 28 1.9 1.8 -0.6
Identified debt-creating flows (4+7+12) -104 -118 -17.2 -4.6 0.5 57 4.9 1.2 0.3 0.3 0.2
Primary deficit 0.3 -4.1 -7.8 -0.5 24 6.0 6.3 4.0 27 1.8 0.9
Revenue and grants 36.8 43.4 477 48.6 43.2 41.8 39.8 39.5 39.2 39.3 39.4
Primary (noninterest) expenditure 37.1 39.3 39.9 48.1 456 47.7 46.1 435 41.9 411 40.3
Automatic debt dynamics 2/ -2.4 -4.9 -5.4 -2.8 23 1.2 -1.4 -2.0 -1.6 -1.0 -0.7
Contribution from interest rate/growth differential 3/ -2.4 -4.9 -5.4 -2.8 23 1.2 -1.4 -2.0 -1.6 -1.0 -0.7
Of which contribution from real interest rate -0.7 -2.1 -2.6 -1.2 0.1 0.6 0.5 0.5 0.8 1.1 1.4
Of which contribution from real GDP growth -1.7 -2.8 -2.8 -1.6 2.1 0.7 -1.9 -2.5 -2.4 -2.1 -2.1
Contribution from exchange rate depreciation 4/ 0.0 0.0 0.0 0.0 0.0
Other identified debt-creating flows -8.2 -2.8 -4.0 -1.2 -4.2 -1.5 0.0 -0.9 -0.8 -0.5 0.0
Privatization receipts (negative) -8.2 2.8 -4.0 -1.2 -4.2 -1.5 -1.0 -0.9 -0.8 -0.5 0.0
Recognition of implicit or contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 1.0 0.0 0.0 0.0 0.0
Other (specify, e.g. bank recapitalization) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes (2-3) 5/ 4.2 5.8 121 6.1 9.3 -0.4 0.2 1.6 1.6 1.5 -0.8
Public sector debt-to-revenue ratio 1/ 1049 751 57.7 59.7 897 1054 1235 1315 1374 1416 1397
Gross financing need 6/ 6.0 -0.6 -3.0 22 7.4 11.8 11.8 11.0 11.0 12.0 121
in billions of U.S. dollars 0.1 0.0 -0.1 0.1 0.3 05 0.5 0.5 0.6 0.6 0.7

Scenario with key variables at their historical averages 7/ 44.0 40.5 37.6 35.0 328 28.9 -2.0

Scenario with no policy change (constant primary balance) in 2010-2015 440 488 535 586 644 687 0.9

Key Macroeconomic and Fiscal Assumptions Underlying Baseline

Real GDP growth (in percent) 42 8.6 10.7 6.9 -7.0 -1.7 46 5.5 5.0 42 4.0
Average nominal interest rate on public debt (in percent) 8/ 2.8 3.4 4.0 3.2 2.8 29 3.2 3.7 4.3 4.8 5.2
Average real interest rate (nominal rate minus change in GDP deflator, in percent) -1.6 -5.6 -8.7 -4.5 0.3 1.4 1.3 1.3 1.8 23 27
Nominal appreciation (increase in US dollar value of local currency, in percent) -13.4 11.6 11.8 -7.5 3.7
Inflation rate (GDP deflator, in percent) 43 9.0 127 77 25 15 1.9 25 25 25 25
Growth of real primary spending (deflated by GDP deflator, in percent) 0.8 15.3 12.2 288 -11.8 29 0.9 -0.2 1.0 22 2.0
Primary deficit 0.3 -4.1 -7.8 -0.5 24 6.0 6.3 4.0 27 1.8 0.9

Source: IMF Staff estimates.

1/ Indicate coverage of public sector, e.g., general government or nonfinancial public sector. Also whether net or gross debt is used.
2/ Derived as [(r - n(1+g) - g + ag(1+1))/(1+g+n+gn)) times previous period debt ratio, with r = interest rate; n = growth rate of GDP deflator; g = real GDP growth rate; a = share of foreign-currency
by increase in local currency value of U.S. dollar).

denominated debt; and & = nominal rate depreciation

3/ The real interest rate contribution is derived from the denominator in footnote 2/ as r - = (1+g) and the real growth contribution as -g.

4/ The exchange rate contribution is derived from the numerator in footnote 2/ as ag(1+r).
5/ For projections, this line includes exchange rate changes.

6/ Defined as public sector deficit, plus amortization of medium and long-term public sector debt, plus short-term debt at end of previous period.

7/ The key variables include real GDP growth; real interest rate; and primary balance in percent of GDP.

8/ Derived as nominal interest expenditure divided by previous period debt stock.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Montenegro: General GovernmentDebt Sustainability: Bound Tests 1/
(Public debt in percent of GDP)

Baseline and historical scenarios

Interest rate shock (in percent)
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Source: IMF staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permmanent one-half standard deviation shocks.
Figures inthe boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-yearhistorical average forthe variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percentand 10 percent of GDP shock to contingent liabilities occurin 2010,
with real depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local
currency)minus domestic inflation (based on GDP deflator).
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Annex I. Fund Relations'
(As of January 31, 2010)

I.  Membership Status: Joined: 01/18/07; Article VIII

II.  General Resources Account: SDR Million % Quota
Quota 27.50 100.00

Fund Holdings of Currency 20.90 76.00
Reserve position in Fund 6.60 24.00

III.  SDR Department: SDR Million % Allocation
Holdings 26.15 101.26

IV.  Outstanding Purchases and Loans: None
V.  Financial Arrangements: None

VI.  Exchange Rate Arrangement: Montenegro has no separate legal tender and uses the
euro as the sole legal tender.

Montenegro has accepted the obligations under Article VIII. Montenegro maintains two
exchange restrictions subject to Fund jurisdiction under Article VIII. The first restriction
arises because non-residents of Montenegro are not permitted to freely transfer abroad any
balances that could represent the proceeds of current international transactions that were
maintained in frozen accounts and deposited not earlier than six months before the accounts
had been frozen. The second restriction arises because the authorities have yet to notify the
IMF (in accordance with Executive Board Decision No. 144-(52/51)) of those UN
resolutions to which it gives effect in its domestic law and which would give rise to an
exchange restriction subject to Fund jurisdiction under Article VIIL.”

VII.  Article IV Consultation: Montenegro is on a 12-month cycle.
VIII. FSAP Participation and ROSCs: A Financial Sector Assessment Program, initiated

in July 2006 jointly with the World Bank, was concluded during the 2007 Article IV
consultation.

! Updated information relating to members’ positions in the Fund can be found on the IMF web site
(http://www.imf.org/external/np/fin/tad/exfinl.aspx).



IX. Technical Assistance:

MFD/FAD July 2005
FAD April 2006
STA June 2006
FAD January 2007
FAD March 2007
FAD April 2007
STA April 2007
MCM October 2007
MCM March 2008
MCM January 2009
STA Aug. 2009-July 2010

X. Resident Representative: None.

Management of Proceeds of Privatization
and Review of PFM (Montenegro)

Assessment of state-owned enterprises under
the World Bank Public Expenditure Review

Monetary and financial statistics
Peripatetic advisor on debt management

Fiscal risk assessment of Private Public
Partnership

Tax administration

Real sector statistics

Emergency liquidity management
Enforcement of securities regulation
Crisis preparedness and management

Resident statistics advisor for real sector
statistics



Annex II: Statistical Issues
(As of February 26, 2010)

A. Assessment of Data Adequacy for Surveillance

General: Data provision has serious shortcomings that significantly hamper surveillance.
Shortcomings are most serious in national accounts and balance of payments. While the
quality and timeliness of data reporting vary across sectors, international reporting
standards have been adopted for monetary and balance of payments statistics. Reporting
of fiscal data has improved but coverage is limited. The quality of the labor and wage
indicators is relatively good but there is little information on foreign employment. The
business register is being expanded and a general census is scheduled for 2011.

The authorities have created a statistical council to coordinate efforts to improve data
quality. These efforts need to focus on developing comprehensive source data for
national accounts, improving concepts and classification of government finance statistics,
strengthening the coverage of balance of payments transactions, and introducing sound
classifications in compiling monetary and financial statistics.

National Accounts: The Statistical Office of Montenegro (MONSTAT) compiles real
sector data. MONSTAT has started to adopt the 7993 System of National Accounts as a
framework for compiling national accounts estimates. However, the scope of the
accounts is limited to compiling the annual production account in current and in previous
year prices. The accuracy of the data sources needs to be improved and breaks in the time
series eliminated by revising historic data. Business statistics are still following the
material system product concepts, collecting data mainly on quantities produced. The
national accounts estimates depend solely on bookkeeping data. The coverage of the
informal sector is not exhaustive. On the expenditure side, there are no data on changes in
inventories and the quality of investment and merchandise trade data is unsatisfactory.
MONSTAT switched from general to specific trade statistics in an effort to better capture
imports; however, there are indications that exports might be seriously under-recorded,
resulting in a corresponding under-estimation of GDP. National accounts data are also
undermined by the lack of sound techniques to account for nonobserved activities. Some
work has been done on measuring informal activity in construction, retail trade, hotels
and restaurants, but a more comprehensive approach needs to be developed. Statistical
techniques for deriving volume measures of GDP are constrained by the lack of suitable
price and volume indices.

Preparations are advancing for the compilation of quarterly national accounts.

Price statistics: MONSTAT compiles and disseminates monthly consumer and producer
price indices, which broadly follow international standards. However, in both indices, the
“carry-forward” technique for treatment of seasonal goods, new goods, and missing items




are used, resulting in downward bias New consumer price indices, monitoring more items
and with a broader geographic coverage, started to be compiled in 2010 and the EU
harmonized consumer price indices are scheduled to be released in 2011.

Government finance statistics: Fiscal data are compiled by the Ministry of Finance
(MOF) based on a new GFS institutional classification, and since early 2006, include data
for the social security funds and local governments. The chart of accounts introduced in
2001 has been implemented at the local level from mid-2005. Fiscal data reporting
suffers from frequent re-classifications, especially at all levels of local government and
social funds. The MOF has established a unit responsible for data collection for state-
owned enterprises (SOE), but a satisfactory compilation of the public sector fiscal
balance requires significant further effort. Data on enterprises owned by municipalities
are rarely available. Data on the stock of local government arrears need to be
strengthened.

Monetary statistics: Monetary and financial statistics are compiled by the Central Bank
of Montenegro (CBM), broadly following the institutional coverage, classification, and
valuation methodology set forth in the Monetary and Financial Statistics Manual (2000).
Dissemination practices meet the recommendations of the General Data Dissemination
System (GDDS) with respect to the periodicity and timeliness for financial sector data.
Beginning in early 2006, the CBM publishes detailed monetary statistics in its monthly
Statistical Bulletin, which includes tables on monetary statistics, balance sheets and
surveys for the CBM and the commercial banks.

Balance of payments: Balance of payments statistics are compiled by the CBM. The
external sector statistics have benefited from improvements undertaken by MONSTAT to
improve coverage, valuation, and classification of merchandise trade statistics.
Merchandise trade debits (imports) are valued at CIF, rather than FOB prices. Data on
imports and exports in the BOP are based on the general trade system. There is evidence
that general trade imports are seriously under recorded, prompting MONSTAT to switch
from general to special trade statistics in the national accounts. There are also indications
that exports are underestimated, an issue MONSTAT is currently investigating. In the
meantime, there is an inconsistency between balance of payments statistics, which are
based on general trade data, and national accounts, which are based on special trade data.
The CBM has not developed acceptable methodology to estimate the value of insurance
and freight on imports, which should be deducted from the CIF value.

Weaknesses remain, due primarily to the paucity of source data and the shortage of staff
to undertake the data collection and compilation processes. The CBM has made progress
in improving the recording of transactions in the ITRS by refining the transactions coding
system and increasing interaction with the commercial banks; however, the ITRS remains
inadequate for recording a broad range of balance of payments transactions such as




reinvested earnings and trade credits. Further, the ITRS records transactions on a cash
basis, whereas balance of payments transactions should be recorded on an accruals basis.
The CBM still needs to undertake a small number of direct surveys of enterprises to
supplement the data received through the ITRS, and prepare comprehensive
documentation on compilation methods and data sources.

B. Data Standards and Quality

Montenegro does not participate in the No data ROSC is available.
GDDS

C. Reporting to STA

A page for Montenegro in International Financial Statistics (IFS) was introduced in the
March 2007 issue.

Montenegro does not report government finance statistics for publication in the
Government Finance Statistics Yearbook or IFS.

The CBM does not yet report monetary data in the format of Standardized Report Forms
(SRFs). To avoid duplication of effort, the CBM will need to decide whether to adopt the
European Central Bank’s framework for collecting, compiling and reporting monetary
data or the STA-developed SRFs, either of which will provide monetary data that accord
with international standards.




Montenegro: Table of Common Indicators Required for Surveillance

(As of February 26, 2010)
Date of Date Frequency of | Frequency of | Frequency of
Latest Received Data7 Reporting7 Publication7
Observation
International reserve assets and reserve Jan. 2010 Feb. 2010 M M M
liabilities of the monetary authorities1
Reserve/base money Jan. 2010 Feb. 2010 M M M
Central bank balance sheet Jan. 2010 Feb. 2010 M M M
Consolidated balance sheet of the banking Jan. 2010 Feb. 2010 M M M
system
Interest ratesz Jan. 2010 Feb. 2010 M M M
Consumer price index Dec. 2009 Feb. 2010 M M M
Revenue, expenditure, balance and Dec. 2009 Feb. 2010 Q Q Q
composition of financing3 — general
government4
Revenue, expenditure, balance and Dec. 2009 Feb. 2010 M M M
composition of financing?’— central government
Stocks of central government and central Dec. 2009 Feb. 2010 Q Q Q
government-guaranteed debt5
External current account balance Sept. 2009 Dec. 2009 Q Q Q
Exports and imports of goods Jan. 2010 Feb. 2010 Q Q Q
GDP/GNP 2008 Nov. 2009 A | A
Gross external debt Sep. 2009 Dec. 2009 Q Q Q
International Investment Position® NA NA NA

' Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-term
liabilities linked to a foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to

receive foreign currency, including those linked to a foreign currency but settled by other means.
2 Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and

bonds.

? Foreign, domestic bank, and domestic non-bank financing.
* The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and
state and local governments. General government reporting is incomplete; local government expenditure data are available only after

a six-month lag.
* Including currency and maturity composition.

¢ Includes external gross financial asset and liability positions vis-a-vis nonresidents.

" Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Semi-annually (SA), Annually (A), Irregular (I); or Not Available (NA).




Annex III: Relations with the World Bank Group

Montenegro declared independence in mid-2006, joining the World Bank Group and IMF
about half a year later in January 2007. However, even under the umbrella of the state
union of Serbia and Montenegro, the Bank had effectively established a functional
relationship with Montenegro.

World Bank Group Strategy

On June 12, 2007, the Bank’s Board endorsed a joint World Bank-IFC Country
Partnership Strategy (CPS) for Montenegro, covering FY07-10, to support the
government in reaching its overarching objective of eventual EU membership, with
projects and support to (i) enhance sustainable economic growth, through increasing
economic freedoms and strengthening the role of the private sector; (ii) build institutions
and strengthen the rule of law; and (iii) improve the standard of living of citizens, through
efficient education, health and social protection systems. The CPS Progress Report was
presented to the Bank’s Board in early 2009.

Cooperation with the IMF has been strong, particularly the areas of macroeconomic and
financial sector policies. Bank and Fund teams have closely coordinated comments on a
set of (organic) financial sector laws, scheduled to be presented to parliament in early
2010. The World Bank Group, through its ongoing and planned operations, as well its
complementary economic and sector work, will continue to provide input on issues such
as (i) labor market reforms; (ii) energy sector reforms; (iii) public expenditure, pension,
and health reforms, and (iv) an appropriate framework to regulate concession
arrangements and potential public/private partnerships, with a view to encouraging
investment in a way that would ensure that the government does not accumulate
significant contingent liabilities. The Fund is part of the review process for the third
Public Expenditure and Institutional Review (PEIR), scheduled to be published in late
2010.

Total outstanding debt of Montenegro towards the various part of the Bank, as of
February 22, 2010, was US$323.1 million (of which US$76.5 million for IDA). In 2007,
the government prepaid €60 million.

International Bank for Reconstruction and Development (IBRD)

The lending program is on track. As of January 2010, the portfolio had seven active
IBRD and IDA projects, totaling US$80.5 million, with the total lending envelope
staying within the envisaged CPS envelope of US$70-90 million (see table below). Of
those, four new projects in energy, energy efficiency, land administration, and
agriculture, together with one additional financing in health, were delivered during the
current CPS period up until end-January 2010. In addition, a US$2.6 million GEF



program supporting the environmental management of Lake Skadar/Shkodér was
approved in FY08. During the current CPS period, an FY02 energy project was closed in
FY07, together with an FY05 education project and an FY07 sustainable tourism project,
which both closed in FY'10.

Montenegro: World Bank Project Portfolio, January 31, 2010

Project Board Original Disburse-
name date commitment  ment ratio
(US$ millions)  (percent)

Project portfolio 80.5 24.0
Environment (solid waste management) Nov. 2003 7.0 34.3
Health system Jun. 2004 14.2 50.3
Pension administration Jun. 2004 5.0 61.1
Energy (APL3) Jul. 2007 9.0 422
Energy efficiency Dec. 2008 9.4 6.4
Land administration Dec. 2008 16.2 3.7
Agriculture and institutional development Apr. 2009 19.7 8.7

In line with CPS expectations, Bank non-lending assistance has provided policy advice
on key fiscal and economic challenges. An FYO07 Debt Sustainability Analysis assessed
country debt under different reform and growth scenarios. The FY07 Report on
Observance of Standards and Codes (ROSC) analyzed financial auditing and reporting
standards against EU requirements, and recommended reforms integrated into a financial
reporting strategy and a law on accounting and auditing (the current law on accounting
and auditing was amended in late 2008 to achieve partial harmonization with EU
legislation). In the area of financial reporting, Montenegro participates in the REPARIS
Program, seen as an essential instrument for ensuring that reforms are undertaken that are
consistent with the acquis communautaire and help to pave the way for the eventual
negotiation of EU membership. The FY09 Public Expenditure and Institutional Review
(PEIR) and Public Expenditure and Financial Accountability Assessment (PEFA)
analyzed fiscal and economic risks and provided related policy advice; a follow-up PEIR,
to be published in FY'11, is currently being prepared. An FYO08 Poverty Update and an
FY10 Crisis Response Survey have helped to build capacity in poverty analysis and
monitoring.

A joint assessment of Montenegro’s business environment was conducted in late 2007 by
IFC, MIGA, and the World Bank. With support of the World Bank’s Global Road Safety
Facility (GRSF), an assessment of Montenegro’s capacity in road safety management was
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undertaken with a view to addressing high rates of accidents and motor vehicle fatalities,
while the Public Private Infrastructure Advisory Facility (PPIAF) is assisting the
Podgorica and its Water and Sewer Company in their plans to upgrade and expand the
water and waste water services, possibly with private-sector participation. In FY0S, the
Swiss Consultant Trust Fund supported an assessment of the University of Montenegro’s
progress on quality assurance measures and education standards under the Bologna
European Credit Transfer and Accumulation System (ECTS), as well as a clinic on ECTS
requirements. In FY09 and FY 10, grant assistance from the Financial Sector Reform and
Strengthening Initiative (FIRST) provided support to assess banking sector risks and
update the regulatory framework for banking supervision according to international
standards.

International Finance Corporation (IFC)

As of December 31, 2008, commitments by the International Finance Corporation (IFC)
totaled $US25.6 million. IFC invested €10 million in the Mall of Montenegro to support
the development of a mixed-use shopping mall in Podgorica. This public-private
partnership between a Turkish sponsor and the Municipality of Podgorica will introduce
new retail standards and best practices, provide a model for local investors and property
developers, and help catalyze foreign investment and private-public partnerships in
service delivery. In addition, IFC has invested about US$190 million in regional projects
to support micro and small businesses, the development of commercial property, landfill
and waste management, and equity investments in Southeast Europe including in
Montenegro.

With respect to advisory services, IFC is taking a leading role in helping the Government
to restructure the energy sector and has entered into an advisory mandate for the Moraca
river hydro-power generation projects. IFC is also advising the Government on one of its
largest transport investments, the Bar—Boljare highway. IFC supported implementation of
a sub-national competitiveness project in three pilot municipalities (Bar, Bijelo Polje, and
Niksi¢) to streamline business regulations and increase their transparency. IFC also
worked with the Ministry of Justice to support the opening of a second Mediation Center
in Podgorica. As part of this activity, judges were trained in mediation, and 110 cases
with legal claims totaling €4.5 million have been successfully resolved. The Balkan Hotel
Market Access Program is active and contributing to opening Montenegro to the lucrative
independent travelers’ market. Finally, IFC participated in a joint mini-diagnostic of
Montenegro’s investment climate focusing on tourism and potential synergies with
upstream activities. Officials subsequently approved an action plan, which is being
implemented.

Through its PEPSE infrastructure program, IFC will continue to provide advisory
services to the Government to structure and execute PPPs in the power and transport
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sectors. In addition, IFC will consider supporting infrastructure projects through debt and
equity financing. In tourism, IFC will continue its efforts to support private investors
through financing and advisory services as well as invest in tourism-related infrastructure
and ecologically sustainable projects. IFC will continue to look for opportunities to
support small and medium enterprises through loans to local banks or selective
investments in well-performing local companies. As in other countries in the region, IFC
will bring an array of advisory services, such as its International Standards, Alternative
Dispute Resolution, and Municipal Simplification

Programs, all subject to adequate donor funding.

Montenegro: Bank and Fund Planned Activities in Macrocritical Structural Reform
Areas, July 2009-May 2010

Title Products Provisional Timing of | Expected Delivery
Missions Date

1. Fund work Article IV mission January 2010 March 2010
program

Technical assistance on Fall 2009

drafting central banking

legislation

Resident advisor for real Aug. 2009-July 2010

sector statistics.
2. Bank work Banking sector stability DPL July 2009 April 2010
program) November 2009
3. Joint work Technical assistance on Fall 2009
program drafting banking legislation

| Prepared by World Bank staff; questions may be addressed to Jan-Peter Olters.
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IMF Executive Board Concludes 2010 Article IV Consultation with
Montenegro

On April 28, 2010, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with the Montenegro.”

Background

Montenegro has been hit hard by the global financial crisis. Contagion and concerns about the
robustness of the banking system have triggered large deposit withdrawals and a credit
crunch. Moreover, the unwinding of the real estate boom has generated strong negative
wealth effects that depressed demand. Finally, adverse terms of trade shocks have strained
the industrial sector. As a result, GDP contracted sharply in 2009 and unemployment inched
up. Meanwhile, upward pressures on wages and inflation have eased.

The economic contraction has been contributing to the restoration of internal and external
balance, but it has also revealed an underlying fiscal deficit. The heretofore sizeable positive
output gap has practically been eliminated and the sharp drop of imports has halved the very
high external current account deficit. On the other hand, fiscal revenue plummeted revealing a
substantial fiscal deficit that reflects the fundamental inconsistency between low tax rates and
the large size of the public sector. Public debt has reached 38.8 percent of GDP and could rise
further due to unfavorable debt dynamics, uncertain contingent liabilities, and population aging.

"'Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. An explanation of any qualifiers used in summings up can be found here:
http://www.imf.org/external/np/sec/misc/qualifiers.htm.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



The authorities have taken wide-ranging measures to stabilize the financial system and
rekindle lending activity. These included a blanket deposit guarantee; early repayment of
government loans; emergency liquidity support and the placement of state deposits with Prva
(the largest domestic bank); and the reduction of required reserves. Foreign parents have also
stepped in with substantial liquidity infusions while the Central Bank of Montenegro has
pressed effectively for capital injections and stepped up its surveillance. Moreover, the
revamping of banking legislations is at an advanced stage, and the authorities have issued
guarantees for lending supported by International Financial Institutions. On their part, banks
have made progress repairing their balance sheets and overhauling their credit risk
management systems. Deposits started to reflow in mid-2009.

The authorities have reacted swiftly to the fiscal deterioration. A mid-year revision of the state
budget and similar adjustments at the local level stipulated large cuts in capital expenditure,
goods and services and the wage bill limiting the actual cash deficit to 3.2 percent of GDP. In
their three-year budget plan, the authorities envisage the phasing out the deficit by 2012 but
measures remain to be articulated.

Executive Board Assessment

Executive Directors noted that strong capital inflows prior to 2009 had supported rapid
economic growth. However, the global crisis exposed the vulnerabilities that had built up,
leading to a credit crunch and a sharp contraction in economic activity when those flows
reversed. Given the limited policy flexibility, Directors emphasized the need to reduce the large
fiscal and external imbalances and to strengthen competitiveness through structural reforms.

Directors stressed the need to reduce the large structural fiscal deficit. They noted that, with
euroization, fiscal tightening is critical to support reforms to improve Montenegro’s
competitiveness. They welcomed the authorities’ adoption of a medium-term fiscal framework
that targets budget balance within the next few years, and encouraged early adoption of
policies to support this objective. Directors emphasized the need for both expenditure cuts and
revenue measures. They saw merit in reconsidering past tax cuts, rationalizing the extensive
transfer programs, exercising prudence in issuing state guarantees, and adopting a proactive
approach in dealing with the large unfunded longer-term pension liabilities. They considered
that budget borrowing requirements should be better aligned with available financing, and
encouraged the authorities to rebuild fiscal reserves to safeguard future stability.

Directors commended the authorities’ prompt response to the financial turmoil by enhancing
liquidity in the banking system and providing deposit guarantees. They also welcomed the
authorities’ implementation of the recommendations made by the Financial Sector Assessment
Program. They stressed the need to further strengthen supervision, and welcomed the



authorities’ intention to adopt new legislation on banks and bank bankruptcy in accordance
with international best practice, as well as a revised Central Bank Law. It will also be important
to closely monitor private sector debt developments.

With the need to lower the current account deficit to sustainable levels, Directors considered it
critical to improve competitiveness through structural reforms. They welcomed the recent
reform efforts, and recommended additional labor market deregulation, including opt-out
clauses from collective bargaining arrangements, easing rules on labor redundancies, and
reducing disincentives to hiring. They also underlined the need to improve the business
environment further by reducing red tape and infrastructure bottlenecks, and addressing
governance weaknesses.

Directors encouraged the authorities to improve macroeconomic statistics to facilitate
economic analysis, and supported Fund technical assistance in this area.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case. The staff report (use the free Adobe Acrobat
Reader to view this pdf file) for the 2010 Article IV Consultation with Montenegro is also available.




Montenegro: Selected Economic Indicators, 2006—10

(Under current policies)

2006 2007 2008 2009 2010
Prel.  Proj.
(percentage
Real economy 1/ changes unless otherwise stated)
Nominal GDP (millions of €) 2,149 2,680 3,086 2,941 2935
Unemployment rate (in percent) 14.7 11.9 10.7 11.4
Real GDP 8.6 10.7 6.9 -6.6 -1.8
Industrial production 1.0 0.1 21 -32.2
Tourism
Arrivals 16.3 18.8 4.8 1.6
Nights 13.9 22.9 6.9 -3.1
Consumer prices (period average) 2/ 3.0 4.2 8.5 3.4 -0.6
Money and credit (end of period, 12-month)
Bank credit to private sector 138.9 175.9 25,0 -13.6
Enterprises 112.2 191.0 209 -154
Households 193.0 153.7 320 -109
Bank deposits - private sector 119.5 995 -141 -114
General government finances (cash) 3/ (Percent of GDP)
Revenue and grants 41.4 47.7 486 432 418
Expenditure (incl. discrepancy) 39.3 409 48.8 464 489
Overall balance 21 6.7 -0.3 -3.2 =71
Primary balance 3.3 7.8 0.5 -2.4 -6.0
Privatization receipts 3.7 4.0 1.2 4.2 1.5
General government gross debt (end of period,
stock) 34.8 275 290 388 440
Balance of payments 1/
Current account balance, excl. grants -24.1 -395 -518 -272 -17.0
Foreign direct investments 21.7 19.6 184  30.6 10.5
Exchange rate
REER (CPI-based; annual average change, in
percent)
(- indicates depreciation) -3.5 -2.2 1.5 5.0

Sources: Ministry of Finance, Central Bank of Montenegro, Statistical Office of Montenegro, Employment Agency of
Montenegro; and IMF staff estimates and projections.
1/ In 2007, there is a break in the national accounts and balance of payments data, stemming mainly from the revision of

exports and imports.

2/ Cost of living index for 2006-2008.
3/ Includes extra-budgetary funds and, from 2006, local governments, but not public enterprises.



Statement by Age Bakker, Executive Director for Montenegro
and Yuri Yakusha, Alternate Executive Director
April 28, 2010

Impact of the crisis and the actions by the authorities

1. Small and very open economies, with short or non-existent time series and
with frequent structural changes, are not easy for surveillance. In a time of
crisis, when uncertainties are exacerbated, the task is even more complicated.
Against such a background, the authorities of Montenegro would like to thank
staff for their efforts, and for the fruitful discussions during the Article IV
Mission. Fund analyses and prognoses attract a lot of interest from various
stakeholders, and the importance of the staff papers is hard to overestimate.
Bearing this in mind, and fully devoted to complete transparency, the
authorities continue the practice of consenting to the publication of the staff
report.

2. Despite the sizeable fiscal surplus amounting to almost 7% of GDP in 2007,
and swift actions to counter the impact of the crisis, the Montenegrin economy
was severely hit, particularly exposing missed opportunities to reform the real
sector during the boom years. Industrial production decreased substantially,
credit activity slowed down, deposit withdrawal was sizeable, imports
plummeted, terms of trade deteriorated and the housing market experienced
downward adjustment, all adding to the pressures on the banking system’s
balance sheet. Economic growth in 2009 was negative anywhere in the range
of -4.1% (as seen by EBRD) to -7% as seen by the IMF.

3. Against such backdrop, the authorities acted decisively: a blanket deposit
guarantee measure was introduced, as well as a zero marginal rate of reserves
on monthly deposit growth. Fiscal reserves were partly used to extend
financial assistance to the banking sector as the crisis was unfolding. Parent
banks continued providing financing to their subsidiaries in Montenegro.
Although after initial withdrawals deposits have started flowing back to the
banking system, they remain below pre-crisis levels. On the fiscal side, faced
with a revenue shortfall as a direct consequence of reduced activity, the
government adopted a supplementary budget decreasing non-essential capital
expenditures and the wage bill. The authorities remain fully aware of the need
to preserve fiscal prudence, particularly bearing in mind euroization and a
limited ability to provide liquidity to the financial system with monetary
policy instruments.

Financial sector challenges
4. Despite recent improvements, partly as a response to the process of EU
integration, the crisis, as in other countries, exposed remaining weaknesses in



the banking supervision legal framework. The independence of the Central
Bank, however, has not come into question at any time. Indeed, all measures
the CB should and could take under the current legal framework, such as
banning a troubled bank from issuing new loans until the capital ratio is
brought in line with the requirements, have been taken. Public statements
from the Central Bank have been clear regarding future actions as well.
Certainly, the authorities do remain committed to improving the legal
framework, and they are ready to adopt best international practices in financial
supervision. Several laws are pending, with technical assistance from the Fund
and the World Bank. A new Central Bank Law will provide legal prerequisites
for the harmonization of the status, objectives and functions of the Central
Bank with the Constitution in such manner to enhance governance and
management, while preserving Central Bank independence. New amendments
to the Banking Law will extend new powers to maintain financial stability,
particularly with regard to interim administration and better protection of
depositors. In addition, new amendments to the Bank Bankruptcy and
Liquidation Law will provide for more efficient bankruptcy and liquidation
proceedings.

Real sector performance and fiscal policy response

5. Substantial changes have taken place in the structure of the economy and
employment in the last five years. Steps have been taken to ensure that
inherited hidden unemployment in the industrial sector is removed. At the
same time, Montenegro offered better prospects for employment than
neighboring countries, and had attracted a relatively sizeable foreign labor
force. Nevertheless low activity and participation rates are a major source of
concern. Staff’s recommendation on the need to further enhance labor
regulation, potentially also through a decentralized collective bargaining
agreement and opt-out clause, is welcome. The authorities will pursue further
labor market reforms and open labor market policies, as exemplified by the
willingness to accept and register foreign workers.

6. With a view to making the economy more investment friendly, the Council for
the Elimination of Business Barriers was recently established. Based on
several international indexes and assessments, Montenegro ranks favorably
compared to neighboring countries. The authorities, however, are not satisfied
with the existing impediments for investments and are determined to further
improve the business environment. The authorities believe that this will help
broaden the export base.

7. With the economy heavily dependent on tourism and exposed to volatile
trends, the government remains determined to help the restructuring of the



10.

Aluminum Plant (KAP). This is also relevant for related industries, such as
energy production and railways; the existence of one large consumer makes
the profitability of investments in the energy sector more predictable. Sizeable
untapped potential exists, particularly in renewable resources. The recent
recovery of aluminum prices will help reverse the trend in terms of trade and
could result in KAP restructuring under less pressure than originally expected.

Staff notes that a relatively high expenditure to GDP ratio is in contradiction
to the relatively low tax rates. This is due to high employment in the public
sector, subsidies and transfers. The picture gets slightly better once the ratio of
wages and transfers is compared to public investment; the result - proxy for
quality of public expenditures - exceeds that in most of the countries in the
region, driven by the high share of public investment in total expenses. The
timing and pace of expenditure to GDP reduction will depend on the recovery
from the crisis, as a too abrupt reduction could further depress economic
activity.

The presented comparative data on tax rates are helpful, particularly once
mature European economies are taken out, and some neighboring countries
added, as it reveals that the Montenegrin tax rates are comparable to the
regional levels. The government wants to maintain an attractive tax environment
and rightly priced government services. With this in mind options for removing
the lower VAT tax rate, introduction of a modern property tax and a new
arrangement for intergovernmental revenue sharing between central and local
government are discussed.

Notwithstanding considerable uncertainty surrounding the estimates of the
output gap and the structural fiscal deficit, the authorities remain determined
to achieve fiscal balance by 2013. The authorities have a slightly different
view on the timing of the downturn: the Ministry of Finance estimates that the
output gap turned negative already in 2009 and foresees an even bigger gap in
2010. Consequently, in the authorities’ view, the structural deficit is lower
than projected by staff. In any case, measures envisaged for 2010, including
wage restraint measures introduced at the end of 2009, should be sufficient to
keep the headline deficit at an acceptable level, probably lower than the staff
estimate of 7%. The authorities closely monitor fiscal developments and have
imposed strict limits on discretionary spending during the first half of 2010.
They plan to make these restrictions permanent around midyear, with a view
to limiting the budget deficit, in a worst case scenario, to just above 4 percent.
Revenues during the first three and a half months have been higher than
expected, especially with respect to VAT and personal income taxes, that have
both been larger than planned.



Going Forward

11. The crisis impact was hard but did not reduce the growth potential. The fact
that despite the crisis, net FDI, mostly in the energy sector, booked a record
high in 2009, and continued with a positive trend during the first quarter of
2010, reinforces the belief that a small economy, with a huge untapped energy
potential will be able to return to the pre-crisis growth rates in the medium
term. That said, the authorities are not taking recent positive signs for granted
and continue to explore the options for increasing the speed of recovery in the
short turn. In order to close the financing gap for this and next fiscal year, the
authorities are considering tapping the international market. At the same time,
the advice of the Fund is important and the authorities are looking forward to
future, potentially even closer, cooperation.



